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PREFACE 


This l)0()k (lev(‘]()po(J out of sov(*niI s(‘ri(‘s of lt‘otiiros on money 
and banking givcai before^ college classes by the author o\’(^r a 
period of a})oiit thirty years. 

''Fht* plan of the book is, first, to explain the fundamental prin- 
ciples of money and bank credit; s(H*ond, to show how these prin- 
cipl(‘s hav(^ ex(auplified in certain classical chapt(Ts in the 

workbs moiKdary and banking history; and, third, to apply the 
principles in tlu' light of th(‘S(' (‘xp(‘ri('nct‘s to our present-day 
moni^tary and ]>anking probkms. 

d'h(^ historical! chapttTs ripn^simt a ‘baisc'’’ trcaitment. Instead 
of giving a comprc'hensive historical discaission of momw and 
banking in which each topic would of inaa^ssity b(' limit(‘d to a 
vt‘ry ])ri('f consid(Tatio[i, the book narrows the historical fi(dd 
covert'd to a fmv chajitiTs of outstanding import ance in th(‘ world’s 
,inon(‘tary and banking history and discussi's thes(‘ chapters much 
mor(‘ fully than does th(' usual t(‘xtbook. 

This work will consist of two volum(\s: the pr(‘sent on(‘, (hailing 
cliiefly with momw, and a sc^cond oiu^ in proc(‘ss of preparation, 
dialling chiefly with banking and concluding with chapters on our 
pn'sc'iit-day probhans in which th(‘ inomTary and banking asp(a*ts 
are consid(Ted in their intiinato internTitionships. 

In the prc'paration of this voluiiK^ the author has naanvial val- 
uable aid from a largi' niimbcu’ of his colkaigiu's and foruK'r students 
for which h(‘ is di^eply gratiRil. dli(‘ numlx'r is so large as to pn^ 
vimt a citation of tlnar name's. In this group, howevi'r, he would 
iiK'nt-ion spia'ifitailly l^kaink W. Fetter, Frank I). Graham, and 
Otto Nathan, each of whom gave him valuable criticisms on cct- 
tain chapters, and Gharlcs R. Whittlesey, who read tlu' entire 
manuscript and whose suggestions were exce(‘dingly h(‘lpful. 

E. W. K. 

Princeton, New Jersey 
September, 1935 
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CHAPTER I 


MONEY~ITS ORIGIN, FUNCTIONS AND 
CLASSIFICATION 

Barter 

Money is a comparatively modern device. Our earliest record 
of coin money dates back only to the eleventh century before 
Christ in China, although at that time man had been on the earth 
probably a million or more^ years. There are savage people today 
to whom money is unknown. Goods were exchanged long before 
money existed, and the origin of exchange was in gifts. One would 
make a prt^sent to another in the hope of obtaining a present in 
return. In the course of time the mores came to demand not only 
a return present, but one of equivalent value. Our modern customs 
in regard to Christmas and birthday presents arc reminiscent of 
these primitive forms of exchange. 

The exchange of one commodity for another when neither com- 
modity is money is called barter. For many thousands of years 
of the world’s history barter was the usual method of exchange. 
At the present time it is practiced on a large scale in the more 
backward parts of the world. In advanced countries it is still 
common. Farmers exchange eggs and butter for groceries, and, 
in some communities in the United States, still give the local miller 
grain for grinding their wheat into flour. In time of business de- 
pression, when the functioning of the money and credit machinery 
becomes obstructed, it may become very important. For example, 
in the world economic depression beginning in 1929 barter played 
an important role in the field of international trade, one illustration 
of which was the exchange in 1931 by the United States Farm 
Board of 25,000,000 bushels of wheat for 1,050,000 bags of Brazilian 
coffee. 

In the history of trade, however, as the population grows and 
the number of goods to be exchanged increases, barter, as a per- 
manent method of exchange, breaks down. It becomes too cumber- 
some. The chief trouble with it is what is known as “ lack of double 
coincidence” in desires. For effective barter, not only must A 
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want what B has to give, but B must want what A has to give; 
and the wants of each must be for such quantities of the respective 
articles as to make an exchange possible and profitable for both 
parties. A good illustration of the difficulty is the following, given 
by W. Stanley Jevons in his Money and the Mechanism of Exchange: 

“Some years since, Mademoiselle Z^lie, a singer of the Th^^tre Ly- 
rique at Paris, made a professioiial tour round the world, and gave a 
concert in the Society Islands. In exchange for an air from Norma and 
a few other songs, she was to receive a third j^art of the receipts. When 
counted her share was found to consist of three pigs, twenty-three 
turkeys, forty-four chickens, five thousand coca-nuts, besides consider- 
able quantities of bananas, lemons, and oranges. At the Halle in Paris, 
as the prima donna remarks in her lively letter, j)rinted by M. Wolowski, 
this amount of live stock and vegetables might have brought four thou- 
sand francs, which would have been good remuneration for five songs. 
In the Society Islands, however, f)ieces of money were very scarce ; and 
as Mademoiselle could not consume any considerable portion of the 
receipts herself, it became necessary in the meantime to feed the pigs 
and poultry with the fruit. “ 

Highly P]xchangeable Commodities 

Under a barter economy some kinds of articles, in widespread 
demand, are more easily exchanged than others. Arrowheads and 
ornamental shells, for example, may be in great demand among a 
primitive hunting people, cattle and sheep among a pastoral people, 
and grain among an agricultural people. In each case, the man 
who has a supply of the most highly desired article is likely to 
find no difficulty in exchanging it for the other things he wants. 
It is the man who has the article that very few people want and 
who wants an article that very few people have who has the most 
difficulty in a barter regime. His problem is that of marketability. 
Often his only way of getting the desired article is by a roundabout 
series of exchanges. This is well illustrated by an incident told 
by Henry L. Cameron in his book, All Across Africa: 

“Syde’s agent wished to be paid (for the boat] in ivory of which I 
had none, but I found that Mohammed Ibu Sahib had ivory and wanted 
cloth. Since I had no cloth, this did not assist me greatly until I heard 
that Mohammed Ibu Gharib had cloth and wanted wire. This I fortu- 
nately possessed. So I gave Ibu Gharib the requisite amount in wire; 
whereupon he handed over cloth to Ibu Sahib, who in his turn gave 
Syde’s agent the wished-for ivory. Then he allowed me to have the 
boat.” 
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In this way people come to see that from the standpoint of 
getting what one wants by barter it is a wise policy to keep a part 
of one's wealth always in the form of some of these widely desired 
and highly exchangeable objects, and this may even be true of 
people who have no desire to use for their direct needs any more 
of the particular article. A hunter, for example, may have all 
the arrowheads he needs for his own hunting and yet be glad to 
accumulate more for purposes of exchange after he learns that 
arrowheads are highly exchangeable. In this way, articles of a 
high degree of exchangeability come to serve as common media of 
exchange. People receive them for the most part not with the 
idea of using them directly, but of passing them on to others in 
exchange for what they want. 

Obviously, the highly barterable articles are different among 
different peoples, and with the same people at different stages in 
their history. It is common to divide economic history into stages, 
each stage being characterized by the dominant type of economic 
production of the period. The three principal stages through which 
most peoples pass before reaching the modern manufacturing stage 
are the hunting and fishing stage, the pastoral stage and the agri- 
cultural stage. A distinct money economy is generally developed 
by the time the manufacturing stage is reached. 

In the hunting and fishing stage, the highly exchangeable ar- 
ticles are commonly shells, skins, animals' teeth, feathers, spear- 
heads, arrowheads, fishhooks and the like. One of the earliest 
Chinese books extant uses the expression “a hundred thousand 
dead shell fishes" as synonymous with riches. Shells were widely 
used among the early Chinese as articles of ornament, and hence 
became highly barterable objects. It has been pointed out by 
W. Vissering,^ that in the Chinese language “all the words denot- 
ing buying, selling, Yiches, goods, store, property, prices, cheap, 
dear, and many othe’:s referring to money and wealth, are com- 
posed of the ideographical sign which denotes the word shell." 
The high exchangeability possessed by so-called wampum shells 
among the North American Indians is familiar to all students of 
American history. Furs were highly barterable objects in the Hud- 
son Bay region at the time of the Hudson Bay Company; beasts' 
teeth among the Solomon Islanders, animal skulls among the 
Michinsee, and arrowheads among the North American Indians. 

* On Chinese Currency^ pp. 3 and 4. 
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In the pastoral stage, while the popularity of ornaments may 
persist, we find new articles standing high in the hierarchy of 
exchangeability. Cattle, sheep and oth(^r domesticated animals 
become the highly exchangeable goods. So they were among the 
Hebrews at the time of the Patriarchs, among the Greeks at the 
time of the Homeric poems, among the ancient Italians and the 
Kelts. Our modern English words capital^ chattel and cattle trace 
their origin to a time when the principal form of wealth was kine, 
which, when counted by th(‘ head (Latin, caput), were called 
capitale. Our English word pecuniary from pecus (cattle) is a 
monument to the (^arly importance of cattle in exchange, as is 
also our word fee, which appears to be cognate with the Cicrman 
word vieh. 

In the agricultural stage, various kinds of agricultural products 
and implements become^ highly (‘xchang(‘able goods : various kinds 
of grain in (^arly Norway, bunches of rice on the stalk in the Phih^> 
pines, cacao in c'arly Mexi(*o and Ccaitral America, olive oil in the 
Ionian Islands, rice and tobacco in tin' (‘arly Ameri(‘an coionic's. 

Money Defined 

A commodity may be in general demand and bc^ highly barter- 
able without being suitable to be (tailed money. When and how 
does money emerge in this process of evolution? The best answer 
to this question is found in a classic passage by Francis A. Walker: ^ 

“Tobacco early became the staple export of that colony [Virginia]. 
Since tobacco was in unfailing demand for shijunent abroad, it was 
readily taken at the country store. Every planter brought his tobacco 
thither with perfect assurance, knowing that it would be taken as a 
matter of course. Every week, or every month, the trader loaded up his 
teams and sent his stock of tobacco to the sea-shore, where, in the chief 
towns, it was exchanged against West India goods, dry goods, hard- 
ware, etc., imported from abroad. With these the teams returned 
loaded; and the planters took the rum, the molasses, the cloth, the boots, 
the tools they wanted, to the amount of the credit given them for their 
tobacco. 

“Such a use of tobacco, however, did not make it money. The transac- 
tions thus far described were merely instances of barter . . . 

“ But the fact that tobacco was thus freely taken at the country store 
soon led to a further extension of its use in exchange which constituted 
it money. Since it was so freely taken at the store, in exchange for goods 
of every kind, it was freely taken between man and man throughout the 
1 Money m Ha Relations to Trade, and Industry, pp. 4 and 5. 
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community. The lawyer and the physician did not hesitate to receive 
their pay in tobacco, because tobacco was always good for groceries and 
dry goods; while the fact tliat tobacco was taken not only by the store- 




( Showing the* evolution of the modern Chinese coins) 


keeper but also by the lawyer and physician, made the farmer who 
raised corn willing also to take it in exchange for his product. 

“And so tobacco became money in Virginia. It was not, however, 
until pretty much everybody took it, and took it as a matter of course, 
that it was entitled to be called money.” 


It is significant that one of the Chinese words for money means 
^ * cu rrent merchandise . ^ ^ 

The constituting quality of money is, therefore, a very high 
degree of exchangeability; and when, in any country, some one 
article so clearly surpasses all others in the degree of its exchange- 
ability as to be treated widely as a common medium of exchange. 


8 


MONEY 


that article attains the right to be called money. Following the 
lead of Francis A. Walker, therefore, we may define money as a 
medium of exchange which is commonly accepted in payment for 
goods and services without reference to the character or credit of 
the person who offers it. Tersely expressed, ‘'money is as money 
does.'’ 

Transitional Forms of Money 





In the development from money, in the form of highly ex- 
changeable commodities which had other uses than monetary uses, 

to the modern specialized forms 
of money which can be used for 
monetary uses alone, there have 
appeared numerous transitional 
forms. A few illustrations will 
make clear their character. 

In ancient C 'hina, knives and 
pieces of cloth, being objects of 
widespread demand, attained a 
very high degree of exchange- 
ability. About the twelfth cen- 
tury B.c., there gradually came 
into use miniature models of the 
knives made of metal, which 
served as media of exchange, but 
which had no use as commodi- 
ties. In time the sizes of these 
miniature knives were so reduced 
that the entire blade and most 
of the handle disappeared, leav- 
ing nothing but the ring at the 
end of the handle, which appears 
to have been the origin of the 
Chinese “cash.” This develop- 
ment is shown by the five graphic reproductions of ancient Chi- 
nese money on page 7.^ 

There was a similar development in India and Ceylon from real 
fishhooks, which were used as money, to bent wires resembling 


Fishhook Money 


^ The first is a copy of a coin in the Princeton University Collection and the other 
lour are copied from William Ridgeway, Tfw Origin of Metallic Currency and Weight 
BUmdarda, p. 157. 
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fishhooks, but which had no value as fishhooks. Gradually this 
so-called fishhook currency” developed into merely a double 
straight wire, all resemblance to a hook disappearing, as shown 
by the examples on the opposite page given by Ridgeway.^ 

Precious Metals as Money 

Very early in history some of the metals became objects of such 
universal desire as to attain that high degree of exchangeability 
which made them money. 

“With the exception of iron,’' says JevonSj^ “the principal metals are 
peculiarly indestructible, and undergo little or no deterioration when 
hoarded up or handed about. Each kind of metal is approximately 
homogeneous, piece diff^ing from piece in nothing but weight, the 
differences of fineness being ascertained and allowed for in the case of 
gold and silver. The metals are also i)erfectly divisible, either by the 
chisel or the crucible, and yet a second melting will always reunite the 
pieces again with little cost or loss of material. Most of them possess the 
properties of cognizability and impressibility in the highest degree. 
Each metal has its characteristic colour, density, and hardness, so that 
it is easy for a person with very slight experience to distinguish one 
metal from another. Their malleability enables us to roll, cut, and ham- 
mer them into any required form, and to impress a [)ermanent design 
by means of dies.” 

But of the various metals which have been used in uncoined 
forms as money, including iron, tin, lead and copper, the so-called 
precious metals, silver and gold, have been by far the most im- 
portant. By reason of their beauty and scarcity and of the uni- 
versal desire for ornamentation, gold and silver, like the beautifully 
colored shells of more primitive peoples, very early became objects 
of wide desire and of high exchangeability. They became money. 

According to Vissering, there is evidence of the use of gold bullion 
as money in China as early as two thousand years before Christ. 
In ancient Babylonia, Assyria and Eg3rpt, the precious metals, 
especially silver, circulated as uncoined ingots. They were taken 
by weight. To this day the bulk of the larger transactions in 
China are effected by silver cast in the shape of shoes (sycees) 
which pass by weight. 

Many of our words for coins are monuments to the early prac- 
tice of passing the precious metals by weight. The English 'pound 

* Ridgeway, William, The Origin of Metallic Currency and WeiglU Standards, p. 28. 

* Money and the Mechanism of Exchange, p. 41. 
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sterling was originally a pound of silver; similarly, the French Uvre^ 
the Spanish mza and the Babylonian shekel, were units of weight; 
while the drachma denotes “literally a handful/’ and meant a 
handful of small spits or skewers of silver. 

Coinage 

The use of gold and silver in the form of ingots or of “dust” 
as media of exchange invoivc'd serious inconveniences: first, there 
was the inconvenience of weighing the ingots or the dust at every 
transaction; and, s('cond, there was the much grt^ater inconven- 
ience of ascertaining the degree of purity of the metals offered. 
It is a simpler task to weigh a nugg(‘t of gold or silver, but a v('ry 
complicated one to dc^termine its fineness. It was such difficulties 
and the frauds and un(‘ertainties that tluy involv(‘d that gave 
rise to the desin' for some authoritative stamp to guarantee that 
the piece of metal, both in quantity and (piality, was what it jnir- 
ported to be. Under such a guaranty, with pieces of mental of 
uniform size, the mere' (‘ounting of the pieces would be sufficient 
to determine their valiu;. 

While pi(‘ces of metal of various shapes were often stamped in 
very early tim(\s by private^ persons, merchants and otht'rs, as a 
guaranty of their w(‘ight and fineness, the task of so stam])irig 
them normally fell to the ruler. His stamj) or seal would be better 
and more widely known than that of a })rivate person and would 
inspire greater confidence. Moreover, from very (‘arly in the prac- 
tice of this “art of coining,” profits were realizablt', and the ruler 
naturally seized upon it as a source of rcA eniK'. This is the origin 
of our word seigniorage, which meant th(' amount taken by the 
seigneur or lord to c.ov(‘r the exptms(‘s and the profits connected 
with the coining of money. 

Primary Function of Money 

One of the most important things that money does and the 
thing that constitutes an article money, as previously explained, is 
to serve as a common medium of exchange for goods and services. 
Let us now consider the other functions of money. 

Secondary Functions of Money 

The secondary functions of money are the functions of serving 
as; (1) a common measure of value, (2) a standard of deferred 
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payments, (3) a storehouse of value and (4) as bank reserves. 
Those four functions are largely derived from the primary function 
of a common medium of exchange and are d('pendent upon it. 

(1) A Common Measure of Value. The monetary unit is a unit 
of value, and the money which (imbodies a monetary unit is a 
common measure of value. As we express length in tc^rms of con- 
ventional units of length which we call the foot or the meter, and 
as wo express weight in terms of convcuitional units of weight 
which we call tlu^ pound or the kilogram, so we express value in 
terms of a conventional unit of value such as the dollar or the 
franc. 

Just as in mathemati(^s, fractions are reducc'd to a common de- 
nominator in order to make them readily comparable; so in trade, 
commodities of wid(4y different character are made comparable, 
as regards the quality of valiu' th(‘y poss(‘ss, by having this value 
(‘xpressed in the valiu' of a conventional unit, sucli as the dollar, 
th(^ pound or the franc, of an int(‘rm(‘diate commodity called 
money. 

In every exchange, whether it be direct barter or purchase and 
sale by means of moiu'y, each of the two goods (exchanged may 
be said to nu'asurc' the value of llu' other. The Indian who ex- 
changes a fox skin for a tomahawk measures th(^ value to himself 
of the tomahawk in terms of the importance to him, namely, the 
value to him, of the fox skin. H(' (concludes that the tomahawk 
is worth to him one fox skin and something more; that “something 
more’’ being the motive^ for the exchange. The other Indian 
(estimates the fox skin as being worth to him one tomahawk and 
something more; the “something more” in his case likewise being 
the force which impels tlu* exchange. The man who pays a dollar 
for a book and the man who sells the book for the dollar both 
measure the value of tlu' book by the value of the money, and 
both nu'asure the valuer of the money by the value of the book. 

Any commodity must mc^asure value in order to be exchanged 
at all. A particular commodity, however, cannot become a common 
measure of value except as it is widely exchanged, and as its value 
becomes established in the public mind by numerous exchanges. 
That commodity which is most widely exchanged becomes the 
common medium of exchange or money, as we have found, and 
in the process of serving as a common medium of exchange it 
becomes the common measure of value. 
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(2) A Standard of Deferred Payments. Deferred payments are 
payments that are postponed. A purchase or sale is a two-sided 
operation. If the seller receives his money at the time he delivers 
the goods, we call the transaction a cash transaction; if, on the 
other hand, he delivers the goods today and does not receive his 
pay until some time later, a debt is created and this debt is ex- 
pressed in terms of money. The payment is deferred and the 
money becomes the standard by which in the meantime the 
amount of the debt is measured and expressed. 

While debts might be expressed in bushels of wheat or tons of 
coal or any other important commodity, they nearly always are 
expressed in money. This is true because of the high degree of 
exchangeability which money possesses. The importance of this 
standard of deferred payments function will be appreciated if we 
consider the hundreds of billions of dollars’ worth of debts in the 
world today, comprising such things as bonds and mortgages, in- 
surance contracts, bank deposits, bank loans and book accounts. 

(3) A Storehouse of Value. The hoarding of money is today 
usually of little importance, except in countries like India and 
China where banking facilities are inadequate and often unsafe 
and where the practice of hoarding is, therefore, still widely prev- 
alent. In more advanced countries, hoarding is often extensively 
resorted to in times of financial crisis or of business depression, 
when many people lose confidence in the customary forms of in- 
vestment and in banks. During the world economic depression 
beginning in 1929, the amount of hoarded money, particularly 
gold coin, ran into many billions of dollars. 

There is one advantage in keeping one’s wealth in the form of 
hoarded money. It is that money is the most marketable com- 
modity one can possess. In time of stress one may not be able to 
sell bonds, or land or jewelry; he may not even be able to convert 
his bank credit into cash or into the goods that he wants. But he 
can always “sell” his money for commodities. Money is the most 
“salable” of commodities. The function of serving as a store- 
house of value is, therefore, obviously derived largely from that 
of serving as a common medium of exchange. 

The great disadvantage in using money in any considerable 
qtmntities as a storehouse of value is its expensiveness. Hoarded 
money is relatively idle. It does not yield interest, while to keep 
it jsafely is often difficult or expensive. 
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(4) Bank Reserves. The fourth and last secondary function of 
money is that of serving as bank reserves. This is the most im- 
portant function of money in a modern advanced community, 
but it is one that can better be understood after we have studied 
the functions of a bank. Bank deposits and bank notes are usually 
payable on demand in legal tender money, and banks must, there- 
fore, always have a certain amount of such money available to 
meet the demands of their creditors. The cash held for this pur- 
pose is called ‘'the bank reserve^' in the United States and “the 
cash balance'’ in England and many other countries. Naturally, a 
bank holds its reserve in the commodity that is used as a common 
medium of exchange, namely, money, because the public wishes 
its deposits paid in the most highly exchangeable commodity 
possible. A fuller discussion of bank reserves will be given later 
(pp. 45-47 and 54-56). 

Classification of Money 

From the functions of money we may derive its classifications. 
All money serves as a common medium of exchange, possesses 
value, and, in serving as a common medium of exchange, becomes 
a common measure of value. In every monetary system there 
exists a monetary unit, be it a pound of tobacco, an ornamental 
shell, the dollar, the mark or the franc ; and the kind of money which 
independently embodies this unit and to which the values of the other 
kinds of money are assimilated or adjusted is called the standard 
money. All other kinds of money are non-standard money. Most 
non-standard money has its value determined, at least in part, by 
the fact that it is convertible either directly or indirectly on de- 
mand into standard money. 

Broadly speaking, there are two important classes of standard 
money: (1) commodity money (sometimes called primary money), 
and (2) standard fiduciary money. ^ Commodity money is any 
kind of money of which the money value and the commodity value 
are practically the same. Standard fiduciary money is standard 
money whose value as money is appreciably greater than its value 
as a commodity. 

^ There is a third class of standard money which is important in the theory of 
money, but not of great importance in practice. It is standard money which has a 
value as bullion greater than its value as money and which by stringent laws is 
prevented from l>eing melted down or exported. For want of a better name, we 
may call it ** depressed value money.” For examples, cf., infra^ pp. 101-103. 
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Commodity Money 

While commodity money may consist of articles of merchandise 
which have not been given any special form to mark them as 
money, like the previously described tobacco money of colonial 
Virginia, the c.attle moiu'y of Greece in Homeric times, the gold 
dust money used in many newly opened gold fields, or the sycee 
silver shoes” that circulate by weight in China, most of the 
world’s commodity money in recent years has been in the form 
of coin. 

When two kinds of commodity money circulate side by side 
with essentially equal privileges before the law and are tied to- 
gether by a fixed legal ratio of equivalence, the monetary system 
is called bimetallism — a subject to be considered later (pp. 83- 
93). When there is only one kind of standard commodity money, 
the system is (*alled ynonoinetallism (pp. 69- 81). If two valuable 
metals lik(' gold and silver, 6‘ach in substantial proportion, were 
combined in the standard money unit, the system would be called 
symmetallism — a type of money of intere'st in monetary theory, 
but one which has never been used in practice. Occasionally there 
are instances wher(‘ two or more kinds of commodity money cir- 
culate side by sid(‘ without being tied togi^ther by any l(‘gal ratio 
of equivak'iice, ‘ each kind of money circulating at varying market 
values in terms of the others. When there are only two kinds of 
money of this type, the system is called a dual standard, and, 
wh('n there are more than two, we shall call it a multiple standard,"^ 

Historically speaking, many different metals have been used as 
standard money: iron in ancient Sparta, tin in ancient Syracuse 
and probably also in early Egypt, copper in early Palestine and in 
early Rome, and brass until recently in many parts of China. In 
modern times, however, monometallism has been based mostly on 
the so-called precious metals, silver and gold, with an increasing 
preponderance of gold since the latter part of the last century. 
Today a true silver standard exists only in Hong Kong and 
Ethiopia. The legal restrictions on the exportation of silver from 

* For examples, cf., infra, pp. 94-96. 

* The term multiple standard is often used to apply to what is described later 
(pp. 103-107) under the term tabular standard. It is believed that the meaning given 
to the term multiple standard in the text is more appropriate. A word is needed to 
designate this type of money system, and the expression multiple standard is co- 
ordinate with the commonly used terms single standard and dual standard. There is, 
furthermore, no need of two terms to designate the type of monetary system to 
which the term tabular standard is commonly applied . 
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China imposed by the Government in 1934 removed China, strictly 
speaking, from the silver standard. The gold standard is the only 
monometallic standard of importance in the world today. There 
is, however, no essential difference (so far as fundann'iital eco- 
nomic principles are concerned) between the gold standard and 
the silver standard or any other monometallic commodity standard. 

Standard Fiduciary Money 

The nature of standard fiduciary monf^y is somewhat more 
difficult to explain. A fiduciary money standard is one in which 
the money valiKi of the monetary unit is suljstantially greater 
than th(' valin^ of the material of which the; monetary unit is made. 
India, for example, was Qn a fiduciary money standard from 1893 
to 1898; ’ for the monetary unit during that time, namely, the 
silv(‘r rupee, in which India’s prices were expressed, had a money 
value' substantially gre'ater than the value of the silver it contained, 
whik' its \Tilue was not tied to the value of gold at a fixed rate. 
During that time the value of the rupe'e did not change with 
changes in the value of silvc'r or with changes in the vahu' of gold, 
but it responded, independently of the value of gold and silver, 
to variations in the demand for rupees and the supply of rupees. 
Th(^ grec'iiback pc'riod of the United States currency from 1862 
to 1879 ^ was a period of a fiduciary monc'y standard, and, during 
the World War, when all gold standard countries gav(^ up the 
gold standard, fiduciary money standards were in operation nearly 
everywhere. In September, 1931, when the Bank of England sus- 
pended gold payments, England went on a fiduciary money stand- 
ard, and, at this writing (1935), fiduciary paper money standards 
exist in the great majority of the countries of the world. 

The nature of these different kinds of standard mom'y will be 
considered later. 


Non-Standard Money 

Non-standard money is comprised of various kinds of fiduciary 
money, the value of which reflects the value of the standard money. 
The supply of non-standard money in circulation is limited. This 
money, which consists chiefly of bank notes, government notes, 
fractional coins and unitary fiduciary coins like the American 

1 For a description of this Indian standard, ef., infra, pp. 26-29. 

* Of., infra, pp. 235-260. 
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silver dollar, is usually convertible on demand ii;ito standard 
money, or its gold or silver bullion equivalent, and is accepted as 
the equivalent of standard money in payment of taxes and other 
government dues. In these ways its value is maintained at a par 
with standard money. In recent years gold coins have practically 
disappeared from circulation throughout the world and the great 
bulk of the money in active circulation now consists of non- 
standard money. 
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CHAPTER II 


PRICES AND THE PRINCIPLES DETERMINING THE 
VALUE OF MONEY 

The central point of economic science — the point at which the 
forces of production and the forces of consumption are focused — 
is market price. In this chapter we shall consider in a very ele- 
mentary way the nature of a market price, the relation of in- 
dividual market prices to the so-called price level,” and the 
fundamental force's by M&iich the price level is determined. These 
subjects are all large and complicated. Concerning their details 
the^re is still much controversy among economists, but upon funda- 
mentals there is substantial agreement. In a general discussion 
of money such as this, only the outstanding principles can be 
discussed. 


Principle op Price Determination 

The underlying principle of price determination is the law of 
demand and supply. In its simplest form this may best be ex- 
plained by means of a hypothetical illustration. Assume an iso- 
lated community to which once a month a supply of horses is 
driven from neighboring places to be sold in the open market. 
Assume that the horses brought in at any one time are all alike 
and that the dealings are all open so that each bid on the part of 
prospective buyers and each offer on the part of those who have 
horses to sell are known to all parties interested; and, finally, 
assume that each person concerned acts on purely selfish motives. 

On a certain market day eight horses are brought to the market 
for sale by eight different persons, whom we shall call prospective 
sellers and whom we shall designate respectively by the symbols 
Slf S3, . . . S8. On the same day, we shall assume, there 
come to the market ten prospective buyers whom we shall desig- 
nate respectively by the symbols Bl, B2, B3, . . . BIO. 

Each of these prospective sellers and buyers has his own sub- 
jective price for a horse. To each seller the subjective price is the 
minimum number of dollars which he will take for his horse. He 
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will naturally get all he can, but he will take his horse back home 
rather than sell it below this minimum. To each buyer the sub- 
jective price is the maximum number of dollars which he will pay 
for a horse. He will try to buy a horse as cheaply as possible, but 
will bid up to this figure as a limit if necessary in order to get a 
horse. He will pay no more; beyond that figure he would rather 
keep his money than buy a horses A subje(;tive price may l)e de- 
fined, therefore, as an individual’s estimate of the value of a com- 
modity to himself in terms of his estimate of the value of money 
to himself. 

A subjective price makes no demand upon the circulating me'dia. 
A particular seller, S for example, may valu(‘ his horse at $200, 
but no one else may value it at anything approaching that amount, 
so that no sale takes place. It is only when someone else, say B, 
a prospective buyer, places a higher valuation on tlu'. hors(‘ in 
terms of money than S does upon $200; in other words, when 
some prospective buyer’s subjective price for a horse is as high 
as, or higher than, the seller’s subjective price; that a sale of a 
horse will take' place. Wlnm two subjectiv(* ])rices oviTlap, in 
other words, when both parties believe tiny would gain by the 
transaction, a sale takes place. Then a market price emerges. A 
market price is the number of momy units at which an articles 
is actually sold. The proof of the market price is in the sale. Other 
prices are merely subjective prices; they may be bid prices or 
asked prices, but, strictly speaking, they an' not markc^t pricf\s. 

Let us assume that, on a particular market day, the subjective 
prices, respectively, of the eight prospective sellers of horses and 
of the ten prospective buyers are as follows: 


SI 

$100 

B1 

$175 

S2 

110 

B2 

165 

S3 

120 

BS 

145 

S4 

125 

B4 

140 

S5 

135 

B5 

138 

S6 

140 

B6 

120 

S7 

150 

B7 

105 

S8 

180 

B8 

100 



B9 

90 



BIO 

80 


In such a market, a moment’s thought will show, the market 
price for the horses could not be less than $135 nor more than 
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$138, because it is only within that range that the market would 
be in equilibrium and that the number of horses offered and the 
number bid for would be the same. Suppose, for example, that 
an attempt should be made to fix the market price at $110, the 
subjective^ price of S£. At that price only two horses would be 
offered for sale, those of SI and S2. On the other hand, there 
would be six buyers {B1 to B6) who would be willing to pay as 
much as $110 for the' horse, and competition of buyers would 
immediately force the j>riee up. 

Supi)ose, on the other hand, an effort should be made to fix 
the price at the subjective price of BS^ namely $145. At that 
price th(^re would be three buyers and six iiorsc's for sale, with the 
result that competition among sellcTS would force the price down. 

By similar tests it wLIIIk^ found that only Ix't-ween the subjective 
price of *S.7, namely $135, and that of R5, nanady $138, will the 
number of horsc's off('red by th(‘ sellers and tlu' number bid for by 
the buyers be th(‘ same. At any price within this so-called ‘‘price 
range*,” namely, at any price between $138 and $135, there will 
b(' the* same* numl)(‘r of horses offered for sale and bid for — in 
this illustration, five — and each of five prosix'ctive buyers and 
five prosp(H‘tiv(* sell(‘rs would gain by the transaction. The price 
range is the range of subjective prices within which the market 
will be in equilibrium and at any point within which there wall 
be an equal numLx‘r of (commodities offered by sellers and bid for 
by buyers. 

The forces which determine the precistc point within the price 
range at which the price will be fixed are similar to those which 
determiiKc the ]mc(' range its(4f. The only diffc'rcmce is that th(' 
determining utiliti(*s and disutilities which fix the money price 
within tluc pric(c range* are those incident to the bargaining process 
its(4f . Th(*y are the psychological disutilitic's (or possibly pleasures) 
of higgling and the money advantag(?s of higgling.^ Within this 
price range, therefore, the market price is fixed at a point at which 
both buy(*rs and sellers estimate the disutilities of further higgling 
to offset the utilities to be gained by such higgling. ^ 

' For a discussion of this process, cf., article by the writer, “The Higgling of the 
Market,” Quarltrly Joartml of Economics, Vol. 17, pp. 670-077. 

2 When the market is a large one, when many units of a commodity arc being 
offered for sale, and when competition on the part of both buyers and sellers is keen, 
the price range becomes very narrow and may even contract to a point, namely, to 
a definite number of dollars and cents. 
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This is the law of price expressed in its simplest form, as it 
would apply in a free, selfish, intelligent and perfectly competitive 
market. It is, perhaps, needless to add that the conditions of ex- 
change in the modern markets of real life are far from meeting 
these conditions. There are limitations of law, of custom, of ig- 
norance, of altruism, of friendship and of various degrees of 
monopoly control, that have to be taken into account in the study 
of individual price movements in any market; but, under them 
all, this fundamental law is at work and, for the purposes of a 
brief account of the fundamental forces determining market price, 
a statement of this underlying principle is sufficient. 

Obviously, under the familiar principle of diminishing gratifica- 
tion, the more money a man has, the lower will be his estimate of 
the value to him of a unit of money and the higher his scale of 
subjective prices for all kinds of goods, and the greater will be 
the number of his subjective prices as a buyer that will be trans- 
lated into market prices; in other words, the greater will be the 
number of goods he will buy. When a man’s money income de- 
clines, the reverse is true. On the other hand, the more units of a 
particular commodity that come into a man’s possession, the lower 
will be his estimates of the value of each unit of the commodity 
and, consequently, the lower will be his subjective price for that 
commodity and the more likely will his subjective price as a seller 
be translated into a market price. 

Every change in taste, every alteration in the supply of com- 
modities thrown on the market, every change in the supply of 
money or of money substitutes and every change in their dis- 
tribution among the people will cause the subjective prices 
of buyers and sellers to vary and will, in consequence, bring 
about changes in market prices. Such factors as these must be 
taken into account in any explanation of the law of demand 
and supply. 


The Price Level 

Let us now turn from the subject of individual market prices 
to that of the price level, which is a composite of a large number 
of market prices of different commodities and which is usually 
expressed in what is known as a 'price i'ndex number. 

The idea may be expressed figuratively by the illustration of a 
lake. The lake is deep in some parts and in some parts it is shallow; 
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its bed is very uneven ; its surface is roughened by the wind into 
waves of different sizes with their alternate crests and troughs. 
Prices of individual commodities are perpendicular sections of 
water extending from the bottom of the lake to the top. Some 
terminate in wave crests, others in wave troughs. Some are in the 
center where the lake is deep and some are near the shore where 
it is shallow. The lengths of these perpendicular sections of water 
are continually changing. Some are rising and some are falling. 
However, just as there is no lake level except that made by the 
water in the basin of the lake, so there is no price level apart from 
the aggregate of individual prices. 

The price level, as well as individual 'prices, is continually 
changing. When prices rise, the amount of goods which a dollar 
will buy falls. If the price level should be doubled, the purchasing 
power or market value of the dollar would have been cut in half; 
if it should be tripled, the purchasing power of the dollar would 
have been cut to one-third; and, if the price level should be cut 
to one- third, the purchasing power of the dollar would have been 
tripled. The purchasing power of money, therefore, is obviously 
the reciprocal of the price level. It rises as the price level falls and 
falls as the price level rises. 

Price Index Numbers 

A device used for measuring movements in the price level and 
their reciprocal movements in the purchasing power of money is 
known as the index number j and was apparently first used in 1750 
by an Italian economist by the name of G. R. Carli. Carli used 
it to measure changes in the price level of three commodities, 
namely, grain, wine and oil. Since this early beginning, there has 
developed an elaborate technique of index numbers; and index 
numbers are now used to measure many movements in addition 
to price levels. Modern price index numbers often cover several 
hundred commodities. Our leading American wholesale price in- 
dex number, that of the United States Bureau of Labor Statistics, 
includes 784 items. 

The subject of the construction of index numbers is a large one 
and hundreds of volumes have been written in recent years con- 
cerning it. Some references to a few of the principal works on 
this subject are cited in the bibliography at the close of this 
chapter. For the purposes of this book it will be sufficient to 
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show in an elementary way what is meant by an index number, 
and perhaps the best way of doing this is to construct a very 
simple one. 

Let us take for an illustration four articles of food in a country 
with a small population, say Chile, during the years 1913-1919. 
The articles will be flour, sweet potatoes, butter and beans. The 
pric(is selected will be prices collected from several leading mer- 
chants in each of five important cities in C'hile, say Santiago, 
Valparaiso, Vandivia, Antofagasta and Arica, so as to be repre- 
sentative of an entire country. Care will be taken that the same 
grade and (juality of goods will be used each time', and that all 
prices will be cash price's. Price figures, it will be^ assumed, will 
be collected at freepie'iit intervals, say, once each vreck for each 
article in each city. An average price for e'ach article in each city 
will be computed fe)r each of the years covered by the index num- 
bers, and these average yearly pricers for each article in each city 
will then be combined in a simple average for all five cities to give 
the average price per yc'ar for each of the articles for the country 
as a whole. The price's for the year 1913 will be taken as the base 
price's and, in each case, accordingly, the prices for that year will 
be taken as a price index of 100. The^ prices for each of the following 
years will be (expressed in the price index in terms of the 1913 
price as 100. 

Let us assume that, computed in this way, the average annual 
prices for each of the four commodities for the country as a whole 
are those given in the following table under the heading of Prices. 
The price indices for each year are the percentages which the 
prices of that year bear to th(^ prices of t he base year 1913. It 
happems that in each case the quantity unit taken was 100 kilo- 
grams, but, inasmuch as our ind('x numbers are percentage 
figures, the result would not be at all affected if some of the com- 
modities were quoted in tons, others in meters, and still others by 
the dozen. 

The horizontal column marked Annual Index Number contains 
the seven annual index numbers for the four (jommodities. In 
computing this index number, the price indices of the four com- 
modities are added together and divided by four. In this way all 
commodities entering the index number are given equal impor- 
tance. Such an index number is called a simple or unweighted 
index number. 
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CONSTRXTCTION OF PRICB InDEX NUMBERS 


Yeaii 

Fl.OtJK 

100 Kl. 

Potatoes 

100 KK 

Buttek 

100 Kl. 

Beans 

100 Kl. 

Annual 

Index 

Numbek 

Price 

Pesos 

Index 

Price 

Pesos 

Index 

Price 

Pesos 

Index 

Price 

Pesos 

Index 

1913 

26 

100 

16 

100 

299 

100 

29 

100 

100 

1914 

43 

165 

9 

56 

341 

114 

35 

121 

114 

1915 

58 

222 

18 

112 

470 

157 

48 

166 

164 

1916 

35 

134 

9 

56 

375 

126 

48 

166 

120 

1917 

40 

153 

31 

194 

394 

132 

53 

183 

165 

1918 

43 

165 

19 

119 

331 

111 

45 

155 

137 

1919 

52 

200 

19 

119 

414 

139 

56 

193 

163 


In general, however, weighted index numbers are preferable, 
})e(!au,se, for most problems, different commodities have very dif- 
ferent degn^es of import^C(\ If, for example, in this instance, we 
were concerned with the cost of living in a particular class of 
family, we might find that, on th(^ average, the same amount per 
adult was spent for butb^r and for beans, but that the amount 
spent for potatoes averaged twice as much as that spent for butter 
or for beans and that the amount spent for flour averaged twice 
as much as for potatoes. In that case, the index number for the 
year 1914, for example, would be made up as follows: 

Beans 121 X 1 = 121 

Butter 114 X 1 = 114 

Potatoes 56 X 2 = 112 

Flour 165 X 4 = 660 

8 = 1007 


Dividing the total 1007 by the sum of the weights, which is 8, 
we have an index number for 1914 of 126. In carefully prepared 
index numbers, the system of weighting the different commodities 
is often a complicated one involving an elaborate study of the 
relative importance of the different articles for the particular 
purposes in view. 

Then, too, there are numerous methods of combining these 
simple price indices into general index numbers. In the illustra- 
tion we have taken a simple average or arithmetic mean; that is, 
we have added the index numbers together for the different com- 
modities and divided by the number of items in the total. Many 
other methods may be used for making these combinations. 
Some are better adapted for certain purposes and others for other 
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purposes. For example, the median is obtained by arranging the 
individual index numbers in the order of their size, beginning 
with the smallest number and running up to the largest number 
and then taking the middle figure — namely, the figure which has 
an equal number of figures on each side of it. This figure is the 
median and is taken to represent the series. 

Another method is the geometrical mean, where the individual 
indices are multiplied together and from the result the correspond- 
ing root is taken. If eight indices were multiplied together, the 
eighth root would be taken, and, if twenty were multiplied to- 
gether, the twentieth root would be taken. For the purposes of 
this study, we need not go into these refinements. The interested 
reader will find them discussed in detail in the books on Index 
Numbers referred to at the end of this chapter. 

Experience has shown that, when a large number of commodities 
is used in computing an index number, running often into the 
hundreds in our modern index numbers, individual differences in 
prices tend to be ironed out, so that the different methods of 
weighting the various commodities and different methods of 
combining the individual price indices usually do not give widely 
different results. 

The Law of Demand and Supply and the Value of Money 

The value of money, like the value of every other commodity 
that is bought and sold in the market, is determined by the law 
of demand and supply. This is a thoroughly well-established 
economic law, and, although there are minor differences of in- 
terpretation, its fundamental soundness is nearly everywhere 
admitted. There are a few persons, however, who, while admitting 
that this law applies to the value of every other commodity, deny 
its application to the value of money. In a book of this kind, the 
contentions of this small group of economists need not be discussed 
further than to say that the burden of the proof is certainly upon 
those who claim that money alone of all economic goods does not 
have its value determined by the law of demand and supply. 

Principle Illustrated by Cowrie Shell Money 

In colonial days, cowrie shells or wampum beads were used 
both as ornaments and as money among the North American 
Indians. When used as money, the number of shells required to 
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buy a bear skin, a tomahawk or a dozen arrowheads depended 
upon the number of bear skins, tomahawks and arrowheads that 
were available for exchange and equally upon the number of 
cowrie shells that were available. At times, when, through the 
discoveries of some fortunate persons, a large additional supply of 
cowrie shells was thrown on the market, prices of goods in terms 
of cowrie shells would rise. On the other hand, when the supply 
of cowrie shells dwindled because few new ones were being found 
and the old ones were being lost, broken, paid out to other tribes 
or diverted to uses as ornaments, prices of goods in terms of cowrie 
shells would fall. If the supply of cowrie shells remained un- 
changed, while the number of skins, tomahawks, arrowheads and 
other goods the members of the tribe wanted to buy and sell in- 
creased, the prices of ttese goods would fall, because at the old 
prices there would not be (enough cowrie shells to ‘‘go around’^ in 
effecting the exchanges of an increased number of goods. 

Cowrie shells were first used only as ornaments, such as neck- 
laces, bracelets and bangles, and their use as money was a later 
development. The universal demand for ornaments among the 
Indian tribes using them made the cowrie shell a highly exchange- 
able commodity. In time the shells became a common medium 
of exchange and therefore momy, in trade among the Indians 
themselves and between the Indians and the colonists. Their 
value was created by two sorts of demand, the demand for them 
as ornaments, and the demand for them as media of exchange. 
With either source of demand removed, their value would have 
been less. Had the supply of these shells been strictly limited, 
and had their use as ornaments fallen out of favor, their value 
would have been reduced, but the money demand alone would 
have been sufficient to give them a value. That value would 
have been the resultant of the interaction of the forces of the de- 
mand for shell money and the supply of shell money. A sudden 
increase in the supply of shells would have made shells less valu- 
able in terms of other goods and therefore would have raised 
prices. A sudden decrease in the supply of shells, on the other 
hand, would have made shells more valuable in terms of other 
goods and therefore would have reduced the prices of these 
other goods. If the supply of goods to be exchanged for shell 
money increased more rapidly than the supply of shells, prices 
would have tended to fall, because there would not have been 
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enough shells to go around at the old prices. If the supply of 
goods, on the other hand, were greatly reduced through forest 
fire, war or other cause, while the supply of shells was maintained 
unchanged, prices of goods would have tended to rise. 

Briefly, prices rose when the supply of shell money relative to 
the demand for shell money (the number of goods to be exchanged) 
rose, and prices fell when the supply of shell money relative to the 
demand for shell money fell. 

A good method of illustrating how the law of demand and 
supply functions, in a regime in which money is used, is through 
a brief examination of a classical chapter in the world’s mon- 
etary history — the experiences of India during the period 1893 
to 1898. 


India’s Experience, 1893 to 1898 

India had been on a silver standard for many years prior to 
1893, her monetary unit having been the rupecj which contained 
180 grains troy of silver consisting of 165 grains of pur(‘ silver and 
15 grains of copper alloy. This quantity of silver, 180 grains 
eleven-twelfths fine, was known in India as a tola. There was 
a coinage charge of 2 per cent, which is called brassage,^ upon 
the payment of which anyone could obtain at the Indian mint a 
coined rupee for every tola of silver brought. Inasmuch as any- 
one could have silver bullion in unlimited quantities converted 
into rupees at the slight expense of 2 per cent for coinage by 
merely bringing the bullion to the Indian mints, a rupee could 
obviously not have a value much more than 2 per cent above 
the market price of a tola of silver. On the other hand, rupees 
could always be melted down and converted into silver bullion 
at a very slight expense, and bullion dealers, jewelers and others 
were accustomed to melt them down for silver bullion whenever 
it was profitable to do so. The result was that a tola of silver bul- 
lion could never be worth much more than a full weight rupee, 
because full weight rupees were convertible into silver bullion 
without limit at the slight expense of melting down the coins. 
Since, therefore, a tola and a rupee were always readily convert- 

» When the government (or other authority) that coins money charges for the 
work of coining only enough reasonably to cover the expenses incident to coining, 
the charge is called brassage. When the charge exceeds this amount, so that the 
coining authority realizes a net profit on the transaction, the term applied is seign^ 
wrage or seigniorage profit. 
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ible, at a slight expense, the value of a rupee and the value of a 
tola of silver bullion, in the principal markets of India, were always 
approximately the same. This system made India a silver standard 
country. 

On June 26, 1893, the Indian Government closed its mints to 
the coinage of silver on private account, and, after that date, 
the Indian public was denied the privilege of taking silver bullion 
to the Indian mints and of having it coined in unlimited quantities 
into rupees at the rate of om^ rupee for orui tola of silver. The 
plan was to divorce the gold value of the rupee from the gold value 
of its silver content, i.e., of a tola of silver, by practically dis- 
continuing the coining of rupees. It was a plan to starve' the 
circulation,” by ])reventing the supply of money from increasing 
while the population an4* trade were growing and the demand for 
money was accordingly increasing. The ( h)vernm(‘nt , in other 
words, by restricting and controlling the coinage of rupees, planned 
to prevc'iit th(^ gold value of the rupee from declining as the gold 
value of its silver content declined, and in fact, to raise the value 
of the rupee to 16 j)ence of British moru'y, e(iuivalent to one- 
fifteenth of a British sovereign. It was an application of the 
economic principle of monopoly value, the Government in this 
case enjoying a monopoly upon the supply of an economic neces- 
sity, namely, money. The Government decided to regulate the 
supply of that commodity on the market deliberately to such an 
extent as to raise the value of that commodity, under the pres- 
sure of an increasing economic demand for it, to a gold value of 
16 pence. 

The Government agreed to give rupees for British gold coin at 
the rate of one rupee for 16 pence of gold, but it did not agree to 
give gold for rupees, nor did it have at the time any gold reserve 
for such a purpose. Immediately upon the closing of the mints, 
the fluctuations of the gold value of the rupee ceased to run paral- 
lel with the fluctuations in the gold value of a tola of silver as 
they had for many years previous. When the rupee became slightly 
more valuable than a tola of silver, it was now no longer possible 
to convert silver bullion into rupees at the rate of one tola to one 
rupee by bringing silver to the mints and having it coined into 
rupees, increasing the supply of rupees and thus bringing the 
value of a rupee down to that of the market value of a tola 
of silver. 
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What happened to the gold value of the rupee will be seen from 
the following chart. ^ 


Indian Currency Reform 

Monthly Variations in Exchange and Bullion Values of Rupee 



Early in 1894, the gold exchange value of the rupee began to 
move upward and continued to ascend, with minor interruptions, 
until 1898; although the gold value of a tola of silver tended down- 
ward for most of the period 1893 to 1898. Here was a silver coin 
whose gold value as money was moving upward, under the pres- 
sure of increasing demand for money upon a practically constant 
supply of money, despite the fact that the gold value of its silver 
content was rapidly declining and was continually far below the 
value of the coin. At the beginning of 1898 the gold value of a 

1 The chart is reproduced from the author’s Modern Currency Reforms, p. 60. 
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coined rupee touched 16 pence, while the bullion value of a tola of 
silver was less than 10 pence. 

Between 1894 and 1898 the gold value of the rupee as money 
was raised from 14 pence to 16 pence by this process of starving 
the circulation ; that is, by keeping the monetary supply relatively 
constant while the monetary demand was increasing. Aside from 
food prices, which were boosted to extravagantly high figures in 
India in 1896 and 1897 by a widespread famine, the general tend- 
ency of prices in India for the period of 1894 to 1898 was down-- 
ward, this decline registering an increase in the value of the rupee 
in comparison with commodities as well as in comparison with 
gold. 

Concerning this experience, the Government of India wrote to 
the Secretary of State for India, under date of March 3, 1898, as 
follows: ’ 

^‘Our experience since 1893 has put beyond doubt one of the main 
principles upon which the legislation of that year was made — a principle 
which was challenged at the time — namely, that a contraction of the 
volume of our silver currency, with reference to the demands of trade, 
has the direct effect of raising its exchangeable value in relation to gold. 
Before 1893, while the mints were yet open, the value of the rupee as 
measured in gold continually declined with the decline in the value of 
silver; but, since 1893, although the value of silver as a metal has con- 
tinued, speaking generally, to decrease, the decrease in the value of the 
rupee has been arrested. The main difference in the conditions of the 
two periods was that before 1893 the amount of coin in circulation was 
allowed to increase automatically so as to be sufficient to meet the de- 
mands of trade at its reduced value, while since 1893, this automatic 
increase being stopped, the value of the ruj)ee has l)een determined 
rather by the amount of coinage in circulation than by its intrinsic 
worth.” 

If, through the process of relative contraction of the currency, 
namely, contraction relative to trade needs, and without any 
promise of future redemption in gold whatever, the rupee could 
have its money value in terms of gold raised to an amount ex- 
ceeding its value as bullion in terms of gold by 60 per cent, it 
seems reasonable to believe that by a continuation of the same 
process its money value could have been raised to still higher 
figures, even though its bullion value had continued to decline. 

1 Commission on International Exchange, Stability of International Exchange^ 
Report of 1903, p. 333. 
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No Appreciation P^xcept from Relative Scarcity 

Just as the value of money may be raised above the value of 
its bullion content and maintained above that value by preventing 
the supply of money from increasing when the demand for money 
is growing, so, similarly, can the value of money be kept below the 
value of its bullion content by preventing the supply of money 
from decreasing when the demand for money declines. There have 
been numerous historical instances of the application of this 
principle. 

On November 17, 1906, for example, the gold value in the 
London market of the amount of silver contained in a Philippine 
silver peso was 13.2 ptT cent above the gold money value at which 
the peso circulated in th(‘ Philippine Islands. The total expense 
of shipping silver pesos from Manila to London at that time was 
estimated to be about 1 p(‘r cent. Under such circumstances, it 
would be expected that the large profits that w^ould have b('en 
realized by persons who gathered up th(‘ pesos from circulation 
and exported them in substantial (plant i ties to London and New 
York, where they could b(* sold as silver bullion, would have 
quickly reduced the supply of pesos in the Philippines Islands and, 
thereby, forced the mon(‘y value of the pe^sos up to their value 
as bullion. This is exactly what would have happened, had it 
been possible to export these coins or to melt them down and 
export the silver bullion obtained from them. But the Govern- 
ment of the Philippine Islands did not wish to see its coins melted 
down and sold in tins silver market. It had fixed the gold value 
of these silver coins at 50 cents United States currency and had 
made them redeemable in gold exchange at approximately that 
value, and it did not wish to see the supply of coins reduced and 
their money value pushed up to a i)oint far above their original 
gold value. The Government, accordingly, took drastic measures 
to prevent the silver from bc'ing melted down or from leaving the 
country as money, imposing fines and prison penalties upon 
any persons who should melt down these coins or who should 
attempt to export them as money. The Philippine police 
force was so efficient, and the penalties for infraction of the 
law were so severe that the law proved to be reasonably effec- 
tive. This explains why for nearly two years the silver coins 
of the Philippine Islands circulated at a money value considera- 
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bly below the gold value of their silver content in New York 
or in London.^ 

Changes in the bullion value of coins can only cause changes in 
their money value through influencing the supply of monc^y or 
the demand for money. The law of supply and demand is funda- 
mental. Ricardo’s dic^tum holds true, that ‘‘there can be no de- 
preciation except from excess,” that is, from “relative redun- 
dancy.” The reverse of this dictum is likewise true, that there 
can be no appreciation except from relative scarcity. 

The Quantity Theory of Money 

Although the market value of every commodity is the resultant 
of the interaction of the forces of demand and supply, the \'alues 
of different classes of commoditi(\s n'spond in different ways to 
the interaction of these forces. To incn‘as(^ tlu' supply of some 
commodities on the mark(‘t, for (example by 25 per cent, would 
result in a very small dcHjline in their prices, because the demand 
for them is so elastic that a slight decliiu' in tlnur i)ric(‘S would 
stimulate a greatly inen^ased dcunand for them on the i)art of 
the public. This is particularly true of luxuries like jewelry and 
other forms of ornaments. To increase tlu' niarkc^table supply of 
other commodities by 25 p(‘r ccTit, however, would result in 
“breaking the market” and forcing a large reduction in price, 
because the demand for them is so inelastic* that very large price 
reductions are necessary to stimulate small increases in tlu* de- 
mand. This is true of the so-called necessities of life, such as salt 
and bread. 

For some classes of commodities, like fruit and vegetables, the 
amount produced eac^h year is a very important factor in deter- 
mining the market price, because the annual production repre- 
sents practically the entire supply on the market. For other 
commodities, which are of a highly durable character and of which 
the marketable supply at any time is the accumulation of many 
years, as, for example, silver and diamonds, the production for 
the current year is a very minor factor in the forces determining 
the market price. 

* For other illustrations of this principle, see Cairnes, J. E., Essays in Political 
Economy t p. 25; Kemmerer, E. W., “Money and Prices,” American Economic Re- 
view, Supplement, March, 1918, pp. 260-261; and Kemmerer, E. W., and Visser- 
ing, G., Report on the Resumption of Gold Payments by the Union of South Africa, 
pp. 536-537. 
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Inasmuch as money is the most exchangeable of all commodities, 
its possession gives the owner power to obtain from society any 
other commodity on the market, provided he has money in suffi- 
cient quantity to pay for it. Since man is a creature of unlimited 
economic wants, money is consequently a commodity of an un- 
limited and highly elastic demand. 

The Equation of Exchange in a Simple Monetary RIigime 

Demand for money finds expression chiefly in exchange, and, 
because money is the common medium of exchange, it follows 
that there is a greater degree of proportionality between the fluctu- 
ations in the value of money and the strength of the forces of 
demand and supply than there is in the value of any other kind 
of commodity. To illustrate this principle, let us return to our 
cowrie shell illustration. Assume that the shells are all alike and 
that they are strung on strings of 10 shells to a string, and that 
the moncitary unit in which all prices are expressed consists of a 
string of these shells. 

Whenever an article is sold, the article passes from the seller to 
the buyer and the money, in this case strings of cowrie shells, 
passes from the buyer to the seller. The price is the number of 
strings of cowrie shells paid for an article. The price level, which 
we will designate by P, is an average index number weighted 
according to the volume of the different kinds of goods that are 
bought and sold in the different years. Designate the number of 
strings of cowrie shell money in circulation by M. 

Obviously, the amount of exchange work a given number of 
strings of cowrie shells can perform depends upon the number of 
times the strings exchange hands, or upon what is known as their 
velocity’^ or ^‘rate of turnover.” A hundred strings of shells 
exchanging hands for goods twice in a year and lying idle the rest 
of the time would do 200 units of money work in a year, while 
another hundred that exchange hands for goods ten times in a 
year would do 1,000 units of money work and therefore be five 
times as efficient as the first hundred strings. The effective shell 
money supply is obviously increased as truly by increasing the 
average velocity of turnover, with the quantity of shells constant, 
as it is by increasing the number of shells, with the average rate 
of turnover remaining constant. 

Let us designate the average number of times the strings of 
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shells, Af , are exchanged in the purchase and sale of goods during 
the year by V, for ^‘velocity of circulation/’ 

Designate the number of units of goods sold in a year by T, 
which stands for transactions — a unit of each kind of goods being 
the physical quantity of it that was worth on the average 10 
strings of shells at the prices of the base year. 

One could then say that P, or the average price, multiplied by 
Tf the number of goods units sold, would be equal to Af, the 
number of strings of shell money in the community, multiplied 
by F, the average velocity or rate of turnover of this money for 
the year. PT = MV. Dividing both sides of the equation by 
MV 

Ty we have P = — This is the so-called “quantity theory of 

money” or the “equation of exchange,” in its simplest form. 

It is only the strings of shells that are passed from hand to hand 
as money that directly affect prices. Shells used continually as 
ornaments have no effect on prices, except as their purchase and 
sale as commodities represent a demand for shell money for making 
the payments. If, however, prices should fall and shells as money 
should, therefore, become more valuable than some of the shells 
used as ornaments, some ornaments would be broken up and the 
shells taken from them would be strung on strings for money, 
thereby coming into the money uses. These shells would then 
influence prices, because they would increase the supply of shell 
money. The opposite is likewise true. An increased demand for 
shell ornaments might raise the value of shells in the ornament 
use above their value in the money use and thereby lead to the 
transfer of some shells from money uses to ornament uses. This 
would reduce the supply of shell money, increase the value of a 
string of shells and thus reduce commodity prices; and the process 
would continue until the values of shells in both uses were again 
made equal. 


A Gold Coin R^igime 

So far we have been assuming that all the money in circulation 
consisted of strings of cowrie shells. A moment’s thought, however, 
will show that the principle would not be at all changed by as- 
suming that the money, instead of consisting of beautiful shells 
found in the country in limited quantities and useful also as orna- 
ments, consisted of small pieces of gold. We may assume that 
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gold instead of cowrie shells was found in the territory of this 
isolated tribe, that it was in wide demand for ornaments because 
of its beauty, and that, because of this demand it became the most 
highly exchangeable commodity among the members of the tribe 
and therefore Ix^came money. Assume that, to simplify exchanges 
by mc'ans of this money through avoiding the necessity of weighing 
and testing the gold at each transaction, the chief of the tribe 
makes provisions for putting up the gold in small round discs of 
uniform size weighing a little over 23 grains each and bearing his 
stamp as a guarantee that they are of full weight and pure gold. 
Assume that anyone who has gold can take it to the chief and have 
it cut into discs and stamped, without charge, and that there is 
nothing to pnwent the use of these discs for bracelets, necklaces 
and other ornaments, or to prevent their being melted down for 
these or other purposes whenever the owner so desires. The con- 
ditions then would be practically identical with those assumed 
for the Indian tribe whos(‘ money was exclusively cowrie shells, 
but we would have a tribe with a gold standard currency and with 
coined money. The law of demand and supply, as expressed in 

MV 

the quantity theory formula, P = — ^ » would apply here just as 

truly as it did in the case of the cowrie shell money. 

For convenience, let us call this gold disc a dollar.’^ Obviously, 
the value of 23 grains of pure gold and the value of a gold dollar 
would be practically th(‘. same thing under such conditions, just 
as the value of five strings of cowrie shells as money and of fifty 
cowrie shells as ornaments would be the same thing, because in 
both instances they would be interchangeable without loss. Double 
the amount of gold, other things equal, and its value would go 
down, and commodity prices would rise. Cut the amount of gold 
in half, other things eciual, and its value would rise, and commodity 
prices would fall. As long as gold as money and gold as bullion 
were interchangeable, without expense, 23 grains of gold in one 
form could not be appreciably more or less valuable than 23 grains 
in the other. This is what would be called “standard commodity 
money, and would be essentially like our United States gold coins 
as they existed prior to March, 1933. The tribe would be on the 
gold standard — a subject discussed in Chapter VII. 

‘ The United States’ gold dollar prior to the breakdown of the gold standard in 
early 1933 contained 23.22 grains of fine gold. 
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Importance of Velocity Factor 
/ MV\ 

The importance of V in the equation I “jT ) is often not 

appreciated. Ten thousand gold dollars in circulation in a tribal 
territory like the on(‘ assumed in the illustration, which pass from 
hand to hand on the average ten times a year, do twice th(^ amount 
of exchange money work that tlu* same amount of money would 
do if it passed from hand to hand on an average only five times a 
year. The efficiency of money, like that of a freight car, depends 
not only upon the load that it is carr3dng at any j)articular time, 
but also upon the rate at which it is moving. 

Broadly speaking, in .communities where the population is 
largely concentrat'd, where means of communication and trans- 
portation are good, when^ business im'u an', alert and active, 
and where confid('nce in the busiiu'ss situation and prospects are 
strong, the rate of monetary turnover is much grc'atfT than in 
communities wh('r(' the po{)ulation is widely scattered, as, for 
example, agricultural communities, where means of communica- 
tion and transportation are meager, or in communities where 
business men are inactive, or confidence in the business situation 
is low. 

Then again, in a community where the money is depreciating 
rapidly in value and where the public is expecting it to continue 
to depreciate in the future, the rate of monetary turnover is 
greatly stimulated, because people wish to get rid of their money 
quickly before it depreciates in their hands — in other words, to 
buy goods with their money before prices rise further; and this 
artificially increased rate of monc'tary turnover in turn stimulates 
still further monetary depreciation. While, therefore, increasing 
business confidence speeds up the circulation of money, decreasing 
confidence in the money itself also increases the velocity of cir- 
culation. In this connection, it is important to distinguish between 
these two kinds of confidence. When, on the other hand, money 
is appreciating in value and the price level is falling, people hold 
back their money in anticipation of a further decline of prices. 
The rate of monetary turnover is thus artificially retarded and 
this retardation in turn increases still further the monetary appre- 
ciation or the decline in commodity prices (P). Striking examples 
of this situation occurred in the currency history of Germany, 
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Austria and Russia during the European War and the years 
immediately following. 

In Chapter IV will be discussed the quantity theory of money 
as it applies in a regime in which payments are made largely by 
bank checks. 
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CHAPTER III 


THE ELEMENTARY BANKING FUNCTIONS 

This chapter is devoted to a brief explanation of the commercial 
banking functions of discount, deposit and note issue; and these 
functions are explained at this point because a knowledge of them 
is necessary for an understanding of the subjects to b(i discussed 
later in this volume. The subject of banking, however, is the 
field of Volume II. 

A commercial bank is a concern which makes a business of 
receiving the funds of others on general deposit and of using them, 
together with its own capital funds, as a basis for credit which it 
lends chiefly in the form of deposits and/or circulating notes. The 
principal business of a bank is lending credit. It makes funds 
available in the present and in exchange it takes claims for funds 
available in the future. 


Credit 

The word credit has a variety of meanings; the Oxford Diction- 
ary distinguishes twenty-one. Etymologically, it comes from the 
Latin word credere, meaning “to believe’^ or “to trust,” and it 
always carries with it the idea of trust or confidence placed in one 
person by another. One meaning of the cognate Italian word 
credito is “reputation.” Here we are concerned only with the 
restricted usage of the term credit that relates to banking oper- 
ations. 

From the standpoint of a bank, credit may be viewed from two 
different angles, that of the bank as a creditor and that of the bank 
as a debtor. As a creditor, the bank is concerned with “the capac- 
ity for credit” of its customers, actual and prospective. It wants 
to know how much it can safely lend to each customer and the 
amount and character of the collateral it should require. These 
are questions that call for an understanding of the customer’s 
moral character and business ability and demand a thorough 
knowledge of the nature of his business and of his assets and 
liabilities, subjects to be considered later. In this chapter we are 
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concerned only with bank credit from the standpoint of the 
bank as a debtor. 

A bank may lend its credit in a number of ways, of which the 
principal are: (1) deposits, (2) bank notes, (3) current account 
credits and (4) acceptances. The subject of bank acceptances 
will be discussed later. The current account credit, that is, a 
credit to be utilized by overdrafts on current account, is not em- 
ployed in the United States, though it is common in most other 
countries. It will be considered in connection with the subject of 
banking in other countries. The nature of deposit and bank-note 
credit may best be explained by assuming a bank comparatively 
free from governmental restrictions as regards deposits, bank- 
note issues, and reserves — a bank similar to the First or the Second 
United States Bank — and by following a few simple operations 
through the balance sheet. 


Deposits ^ 

Let us assume that the bank is organized with a million dollars 
of cash paid-up capital. It expends $150,000 for a banking house 
and $15,000 for furniture and fixtures. When it opens for business, 
its balance sheet stands, therefore, as follows: 


Resources Liabilities 

Banking House $ 150,000 Capital Stock $1,000,000 

Furniture and Fixtures . $ 15,000 

Cash in Vault $ 835,000 

Total $1,000,000 Total $1,000,000 


^ Classified according to the ownership of the funds, modem banking practice 
recognizes three broad types of deposits; viz., the general deposit, the special deposit 
and the specific deposit. 

The general deposit is by far the most important class of bank deposits and is the 
class referred to throughout the text of this chapter. It constitutes a debt payable in 
lawful money by the bank to the depositor or to the depositor’s order. The money 
which the bank holds as a reserve against its deposits and with which it cashes its 
deposits belongs to the bank and not to the depositor. Legal title to the money (and 
other assets of the bank) resides in the bank, but the depositor is a creditor of the 
Lank to the amount of his deposit, which is payable to him according to the terms 
of the prevailing banking law and banking practice. 

A special deposit is essentially a transfer of money or other property to a bank for 
safe keeping. Legal title continues to reside in the depositor and is not transferred 
to the bank. A special deposit exists "where the whole contract is that the thing 
depKisited shall be safely kept, and that identical thing returned to the depositor." 

A specific deposit arises " when money is deposited to pay a specified check drawn 
or to be drawn, or for any purpose other than mere safe keeping, or entry on general 
[deposit] account." In the specific deposit "the title remains in the depositor until 
the bank pays the person for whom it is intended, or promises to pay it to him. 
... ‘A deposit is general unless expressly made special* or specific." Cf., Morse, 
I, pp. 413-416. 
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By the end of the first week the bank has received deposits of 
cash amounting to $140,000; and has discounted for various cus- 
tomers $500,000 of sixty-day notes at 6 per cent, the borrower in 
each case having left the entire proceeds of his discounted note on 
deposit with the bank. The cash deposits of $140,000 add that 
amount to the ‘^cash in vault'’ as a resource, and the same amount 
as a deposit on the liability side. A discount charge of $5,000 
(amounting to 6 per cent for 60 days) of the $500,000 was made 
by the bank for discounting the $500,000 of notes. This discount 
is taken out in advance and the amount is entered as undivided 
profit among the liabilities and is, like the bank’s capital, a liability 
of the bank to its stockholders. The balance, $495,000, is entered 
as deposits. The balance sheet then stands as follows : 


Resources 


Liabilities 


Banking House .... 

. $ 150,000 

Capital Stock . . . 

. . $1,000,000 

Furniture and Fixtures 

. $ 15,000 

Undivided Profit . . 

. . $ 5,000 

Cash in Vault .... 

. $ 975,000 

Deposits 

. . $ 635,000 

Loans and Discounts . 

. $ 500,000 



Total 

. $1,640,000 

Total 

. . $1,640,000 


It will be observed that of the $635,000 of deposits, $495,000 
represents no cash payment to the bank whatsoever, but is merely 
a book entry placing to the credit of depositors this amount, which 
is the proceeds of the promissory notes which the bank has dis- 
counted for them. The bank has merely loaned these customers 
its credit, which they may check against as they will. Suppose 
that, during the next few days, there are a large number of applica- 
tions from responsible business men for loans and that the bank 
discounts for them $2,000,000 of paper, this time all 90-day 
promissory notes, at 6 per cent, the entire proceeds (amounting 
to $1,970,000) being left for the time being entirely on deposit. 
Here the bank is lending and placing to the borrowers’ credit on 
deposit account $1,970,000, although its books showed at the time 
the loans were made that it had only $975,000 of cash in its posses- 
sion. These deposits, moreover, are payable in cash on demand. 
After this operation, the balance sheet stands as follows: 

Rksourceb Liabilities 

Banking House $ 150,000 Capital Stock $1,000,000 

Furniture and Fixtures . $ 15,000 Undivided Profit .... $ 35,000 

Cash in Vault $ 975,000 Deposits $2,605,000 

Loans and Discounts . . $2,500,000 

Total $3,640,000 Total $3,640,000 
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The bank has now loaned S2, 500, 000, although its total receipts 
of cash from the beginning have been but $1,140,000 and it has 
spent $165,000 of that for the banking house, furniture and fix- 
tures. It still has on hand $975,000 in cash, but it owes depositors 
$2,605,000. Obviously, if the depositors should all exercise their 
legal right to draw out at once the full amount of their deposits, 
the bank would not have enough money to pay much more than a 
third of the amount demanded. There are sufficient resources, if 
they were all turned into cash, to meet all possible demands, 
paying every dollar of deposits; but the resources are largely in 
the form of customers’ notes that will not be due for some time, 
while depositors’ demands may be for cash. 

As a matter of fact, however, the bank knows that there is 
little likelihood that any very large percentage of deposits will be 
withdrawn in any one day. It, furthermore, knows that every 
day there will be receipts as well as withdrawals, since its customers 
will ordinarily deposit the money and checks they receive over 
their counters each day. The momy the bank nn'eives over its 
counters in a day will often exceed that which it is called to pay 
out; while checks on one depositor’s account which are deposited 
by another depositor, will cancel each other so far as the balance 
sheet of the bank is concerned, the transfers being effected merely 
by debit and credit entries on the books of the bank. The result 
is that a cash reserve equivalent to a small percentage of deposits 
is likely to be ample to meet all demands of depositors and to 
leave an adequate margin of safety. 

Ordinarily, a borrower discounting paper at a bank does not leave 
the entire proceeds of the loan on deposit long. Ho usually checks 
against the new credit at once and gradually reduces it; and, as he 
does so, the bank loses some of its cash and has its percentage of re- 
serve reduced. The bank in our illustration is still carrying a cash 
reserve against deposits of over 37 per cent, despite its large loans. 

Let us assume that, through presentation of checks over the 
bank’s counter, $475,000 of cash is withdrawn. The balance sheet 


then stands as follows: 

Resources Liabilities 

Banking House $ 150,000 Capital Stock $1,000,000 

Furniture and Fixtures . $ 15,000 Undivided Profit .... $ 35,000 

Cash in Vault $ 500,000 Deposits $2,130,000 

Loans and Discounts . . $2,500,000 

Total $3,165,000 Total $3,165,000 
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The percentage reserve is reduced from 37 to about 23. 

The less rapidly a borrower reduces the deposit credit represent- 
ing the proceeds of his loan, and the larger the deposit balance he 
maintains at the bank, the more profitable his account will be to 
the bank. In a sense, the bank is having its cake and eating it, too. 
It is lending the depositor at interest its own credit, namely, the 
right to draw money on demand, and then keeping part of the 
credit it has loaned. Borrowers who withdraw the proceeds of 
their loans quickly and normally carry low deposit balances in 
proportion to the amounts they borrow are not likely to receive 
such favorable treatment from banks as customers who keep sub- 
stantial balances in proportion to their loan accounts. The latter 
class are the most profitable to the bank. Often banks make the 
maintenance of a deposit balance of a certain minimum or average 
amount a condition to granting a certain line of credit. 

Bank Notes 

The second important form of bank credit is bank-note credit. 
From the standpoint of the issuing bank, notes of the simplest 
type of asset currency are essentially the same as demand de- 
posits; although, from the standpoint of the public, there are 
important differences that will be considered later. Such a bank 
note is, like the bank deposit, a promise to pay lawful money on 
demand. Like a deposit, it requires of the bank the maintenance 
of an adequate cash reserve, and, like a deposit, it is readily trans- 
ferable from person to person. The deposit is an implied promise 
to pay, evidenced ordinarily by a pass book, the payment to be 
made usually against checks properly drawn and signed in accord- 
ance with banking law and established practice; the note is a 
promise to pay engraved on a piece of paper which circulates as 
money. Like the check, drawn against a deposit, the bank note 
must be redeemed by the issuing bank in lawful money when 
presented over its counter for redemption. 

Under these circumstances, it should obviously be a matter of 
little difference to a bank issuing such bank notes, whether a bor- 
rower takes the proceeds of his loan in the form of a deposit credit 
which he can check against or in the form of bank notes which he 
can use directly as money. The similarity of these two forms of 
bank credit may be made clearer by carrying through the balance 
sheet a few operations involving bank notes. 
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Suppose that, among the customers of the bank, there are 
several factories employing laborers whom they pay weekly in 
“cash.” These factories, we will suppose, have sold heavily on 
credit and, finding themselves short of ready funds for their pay- 
roll, borrow of the bank $500,000 by discounting their 60-day notes 
at 6 per cent. They take $300,000 of the proceeds of their loan at 
once in the form of bank notes, which they pay over entirely to 
their laborers in the Saturday pay envelopes, and they leave the 
balance ($195,000) on deposit. The balance sheet of the bank will 
then stand as follows : 

Resources Liabilities 

Banking House $ 150,000 Capital Stock $1,000,000 

Furniture and Fixtures . $ 15,000 Undivided Profit .... $ 40,000 

Cash in Vault % 500,000 Deposits $2,325,000 

Loans and Discounts . . $3,000,000 Bank Notes $ 300,000 

Total $3,665,000 Total $3,665,000 

The percentage of reserve against demand liabilities (formerly 
only against deposits, but now against deposits and bank notes) 
will be reduced from 23 to about 19. So long as these bank notes 
remain in circulation, namely, in the tills of merchants and in the 
pockets of the people, they make no demand on the bank’s cash. 
The bank, in giving its notes to the borrowers, has in effect swapped 
its non-interest-bearing demand promises to pay, that circulate as 
money, for the factories’ interest-bearing time promises to pay, 
that do not circulate as money. In this way, the bank lends its 
credit and realizes its profit. Whether the bank’s own demand 
promises to pay are in the form of its own bank notes or of deposits 
obviously makes very little difference to the bank. If bank notes 
to the amount of $200,000 should be deposited at the bank by 
laborers receiving them, the bank-note item in the balance sheet 
would be reduced to $200,000 and the deposit item would be in- 
creased to $2,525,000; but neither the total demand liabilities nor 
the cash reserve would be affected, and the reserve percentage 
would, therefore, remain unchanged at about 19. Returning to 
the balance sheet as given above, if another factory in the town 
should need $200,000 for payroll purposes and should obtain them 
by checking against its deposit account with the bank, deposits 
would be reduced from $2,325,000 to $2,125,000 and bank notes 
would be increased from $300,000 to $500,000, but the bank’s 
total liabilities and its reserve percentage would remain entirely 
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unchanged. It is only when bank notes outstanding and deposits 
combined are raised or lowered in relation to the cash on hand, 
that reserve percentages are affected. The interchange of deposit 
liabilities and note liabilities has no effect on the bank’s reserve 
position.^ 

Deposit vs. Bank-Note Credit 

Although these two forms of circulating bank credit are funda- 
mentally the same from the bank’s point of view, they are different 
in important particulars from the public point of view. Let a 
stranger in any city try to make purchases with his checks and he 
will soon recognize that a check, however good, is a very difftTont 
thing from a bank note. Or, let anyone compare a check with a 
bank note in its usefulness for buying a railroad ticket or in buying 
stamps at th(' post office. The bank note in a sound and well- 
organized banking system is accepted everywhere in the country 
as money, without reference to the character or the credit of the 
person who is paying it, even though the place of payment may be 
thousands of miles away from the office of the issuing bank and 
although the bank may be entirely unknown to the person receiving 
the note. While this is not true in countries with defective bank- 
note currency, it is normally true in advanced countries. The 
check is accepted only when the recipient has confidence in the 
character and credit of the person paying it. The receiver of the 
bank note is likely to pass it on to someone else in purchasing goods 
or paying for services, and so it often remains “away from home” 
(namely, from the issuing bank) — sometim(*s very far from home — 
for long periods of time, passing through the hands of many people 
who know little or nothing of the standing of the issuing bank or, 
perhaps, of any other bank. Such a bank note is money. 

Bank notes and other forms of money, as contrasted with bank 
deposits circulating through the instrumentality of checks, so- 
called “deposit currency,” are used much more extensively by the 
poor than by the well-to-do. Ordinarily, a check makes one pay- 
ment, is deposited by the recipient at his bank, and is then “kept 
home” or “sent home ” and canceled. Its life is of brief duration. 
People expect to scrutinize checks when they are offered and, for 
the purpose of protecting themselves, they usually deposit or cash 

* This illustration, it should be repeated, refers to a simple type of asset bank-note 
currency, and the operations mentioned would not be possible in this form, under a 
bank-note system of the type existing in the United States at the present time. 
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the checks promptly, thus “sending them home.” It would be an 
unendurable nuisance to trade if bank notes had to be treated in 
the same way. Bank-note holders, furthermore, are not in so good a 
position to protect themselves as are depositors. One selects a 
bank in which to keep his account, presumably with somci knowl- 
edge of the character of its officers and of its financial standing. 
When there are many banks of issue, as in the United States, he is 
not in position to examine the financial standing of all the banks 
whose bank notes are paid to him. In case of bank failure, the 
deposit loss is likely to fall in the main on financially broader 
shoulders than is the bank-note loss ; although the average amount 
of the loss per creditor is likely to be mucii larger for de}) 08 itors 
than for holders of bank notes. Because of these and other differ- 
ences, from the public; point of view, between deposits and bank 
notes, the government usually throws special safc'guards around 
the issuance of bank notes as a means of protecting the public. 

In many jurisdictions bank notcjs enjoy a prior lien on the assets 
of the issuing bank so that, in case of bank failure^, bank-note 
holders must receive their pay in full bc'fore anything is paid to 
depositors or stockholders. Special guarantee funds are sometimes 
set aside for the protection of note holders in case of bank failures. 
Legal reserve reciuirements often exist against notc^s where they 
do not exist against deposits; and, when they exist for both, they 
are sometimes higher for notes than for deposits. The pledging 
with the government of some special form of asset, like the United 
States bonds against national bank notes in this country, has been 
a common device for the protection of note holders. In recent years 
there has been a strong tendency to give a monopoly of the bank- 
note issue privilege to central banks, which are closely identified 
with the financial interests of the state, and whose quasi-public 
character is recognized. This is now the situation in most of the 
leading countries of the world. 

The Bank Reserve 

A very important element in bank credit is the bank reserve. 
The term hank reserve in the United States is used loosely and in a 
variety of meanings. We speak of “cash reserve,” “deposited 
reserve,’’ “legal reserve,” “actual reserve” and “secondary 
reserve.” In the strictest and narrowest sense of the term, al- 
though not in the sense in which the term is most commonly used. 
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a true bank reserve would consist solely of legal tender money 
actually in the possession of the bank, for it is only in such money 
that a bank may legally pay its creditors — depositors and note 
holders — if they so insist. These obligations, moreover, for the 
most part are demand obligations, and failure to meet them on 
demand is an act of insolvency. All kinds of money in the United 
States today are legal tender. 

From the previous discussion of the balance sheet, the function 
of the bank reserve has been made evident. The term hank reserve y 
therefore, as used in this chapter,' means the money which a bank 
carries in its own vaults and tills for the purpose of meeting de- 
mands upon it for cash on the part of its customers. Cash in reserve 
does not directly yield the bank a profit and therefore, other things 
equal, the larger the proportion of its assets a bank keeps in the 
form of “idle” reserve, the less the profit it makes. The profit- 
making motive, therefore, continually operates to drive reserves 
down to the minimum. On the other hand, a bank is a credit 
institution and its own reputation for strength and solvency is its 
greatest asset. Anything that impairs that reputation drives away 
customers and tends to reduce profits. The financial standing of a 
bank in a community is easily weakened and, when once weakened, 
can only slowly and with difficulty be restored. The failure of a 
bank to meet the demands of its depositors and note holders (except 
in times of legal moratoria) is an act of insolvency and, even if it is 
only temporary, is a serious blow to a bank’s prestige. These con- 
siderations compel banks to carry sufficient reserves to meet all 
probable demands and, in addition, to afford a substantial margin 
of safety. There is here a continual conflict of motives, immediate 
profits on the one hand and safety, prestige and long-run profits 
on the other hand. 

Because experience has shown that many banks in their zeal for . 
immediate profit will reduce their reserves to dangerously low 
figures, thereby imperiling the funds entrusted to them and 
threatening the country’s whole delicate credit structure, and 
because the banks which do this are for a time dangerous competi- 
tors of more conservative banks which are better protecting the 
public interests, we have found it desirable in the United States, 
as have people in some other countries, to impose by law legal 
reserve minima. Such minima are enforced by the laws of the 

' The term will be employed in a broader sense later. 
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Federal Government and also by the laws of most of our states. 
They virtually say to the banks: “Each bank must decide for itself 
above a reasonable limit what percentage of reserve it needs. This 
percentage will vary from bank to bank, according to the character 
of its customers and the type of business it chiefly serves. For each 
bank it will also vary from season to season, according to the 
seasonal changes in the business needs of the community. But 
there are limits beyond which no bank can safely go without 
endangering the public interest, and the rules of the banking 
game are that those limits shall not be passed, except perhaps 
temporarily under emergency conditions and subject to certain 
penalties.” In Volume II the facts concerning legal reserves and 
actual reserves in different classes of banks will be considered. We 
are here concerned only with the broad general principles involved. 
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CHAPTER IV 


THE QUANTITY THEORY OF MONEY 

This chapter is a continuation of Chapter II, which dealt with 
the law of demand and supply and the value of money, the further 
discussion of which was of necessity postponed until the reader 
could be made familiar with the elementary functions of a bank 
discussed in Chapter III. 

In Chapter II a regime was assumed in which money was the 
only medium of exchange. 'Phis, of course, was an assumption 
contrary to fact for any modern society, and particularly so for 
advanced countries where the great bulk of the business is per- 
formed by means of credit instruments. 

Negotiable Credit Instruments 

As regards their relationship to the price level, negotiable credit 
instruments may be grouped under two heads: (1) instruments 
of postpoiK'd payment, and (2) instruments payable in money on 
demand. 

Negotiable instruments of postponed payment, from the eco- 
nomic point of view, do not pay for goods and services or liquidate 
debts; rather, they express and carry debts. Typical examples of 
this kind of credit instrunumt arc promissory notes and time bills 
of exchange. A, for example, buys merchandise of B, and gives 
him a promissory note payable in 90 days. B holds the note until 
maturity, when A pays the amount by cash or by chec^tUl^The 
note in such a case, from the economic point of view, is not a 
means of payment but an instrument for postponing payment. 
The means of payment is the cash or check by which the final 
settlement is made. Since instruments of postponed payment 
do not call for payment until a future date, they necessarily 
involve an element of interest, whether they call for interest 
on their face or not, because in either case the present value 
of the instrument is the amount due at maturity discounted at 
the current rate of interest for the period the instrument has 
yet to run. 
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^Tnterest-bearing documents,’^ said Jevons, . are held in as large 
quantities as possible, because the longer they are held the more interest 
accrues. . . . They may be bought and sold for money, but are not 
money themselves. They rather necessitate than replace the use of 
money. . . ^ 

Negotiable instruments of postponed payment are, therefore, 
best considered as commodities to be bought and sold, and not 
as media of exchange. Their prices are elements in the general price 
level, and vary inversely with market interest and discount rates. ^ 
The second class of credit instruments, namely, negotiable in- 
struments payable in money on demand, is the class with which 
we are especially concc^rncd here. Such instruments consist prin- 
cipally of checks, drafts and sight bills of exchange. Their char- 
acters for the purpose at hand are essentially the same. A draft 
may be looked upon as a check drawn by one bank upon another, 
and a sight bill of exchange as a check drawn by one individual or 
corporation upon another, other than a bank. For convenience 
they will all be included under the term checks. 

Influence of Credit upon the Price Level 

A person can buy goods to th(^ extent of his money and credit 
combined, and a sound credit demand for goods is just as effective 
in determining their value as is a like money demand. The state- 
ment of John Stuart Mill is apropos. 

^‘The amount of purchasing power which a person can exercise is com- 
posed of all the money in his possession or due to him, and of all his 
credit. For exercising the whole of this power he finds a sufficient motive 
only under peculiar circumstances; but he always possesses it; and the 
portion of it which he at any time does exercise, is the measure of the 
effect which he produces on price. . . . Credit . . . has exactly the 
same purchasing power with money; and as money tells upon prices not 
simply in proportion to its amount, but to its amount multiplied by the 
number of times it changes hands, so also does credit; and credit trans- 
ferable from hand to hand is in that proportion more potent, than credit 
which only performs one purchase.” ^ 

On the other hand, every exchange performed by means of 
checks represents an economy in the use of money, and by lessening 

1 Money and the Mechanism of Exchange^ pp. 240-241. 

* If, for example, the market rate of discount is 6 per cent, the discounted price 
of a 90-day note for $1,000 is $985; if the rate is 4 per cent, the discounted price is 
$990. 

* Principles of Political Economy, Vol. II, pp. 66, 75. 
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the demand for money affects the money side of the equation, 
MV 

P = The demand for commodities expressed in the use of 

checks and the economy effected in the use of money are, other 
things equal, proportionate to the amount of the checks multiplied 
by the rapidity of their respective circulations. ^ 

Convertible Paper Money 

The influence of checks upon prices is not essentially different 
from the influence of convertible government notes or bank notes. 
Let us assume, for example, a country with a given amount of 
business, a given price level, a given rate of monetary circulation, 
and a circulating medium consisting of $2,500,000,000 of gold coin. 
Suppose that the government should withdraw from circulation 
$500,000,000 of this gold coin and make of it a gold reserve against 
which it should issue $1,500,000,000 of government notes, similar, 
for example, to the Dominion notes of Canada or to the United 
States “greenbacks.’^ The notes would be secured by the reserve 
fund and by the government’s credit. The monetary circulation 
would be suddenly increased by one billion dollars. If the public 
had confidence in the government and in the business situation, 
the notes would circulate freely, prices would rise, exchange would 
turn against the country, and, business remaining otherwise un- 
changed, an amount of gold somewhat less than $1,000,000,000 
would be exported from the country and go into the arts, yielding 
in return an equivalent amount in foreign commodities and domes- 
tic gold products. This return would be a net gain to the com- 
munity. The billion and a half dollars of government notes would 
circulate exactly on a par with the gold coins, and, in being ex- 
changed against commodities, would affect their prices in the same 
way that the gold coins would. The effect of such an issue of cir- 
culating notes upon prices would evidently be no different if it 
were a banking institution instead of the government that estab- 
lished the reserve and issued the notes. Nor would the reason 
for the existence of the bank’s credit any more than that for the 

* This statement requires one qualification: there are some check transfers, as for 
example, the cashing of checks and many transfers between banks and between 
banks and clearing houses, which do not affect the exchange of commodities, but 
rather owe their existence to the credit mechanism of exchange itself, of which they 
are part. Such checks should not be included in any statement of the equation of 
exchange. 
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existence of the government's credit affect the principle. The 
important consideration in either case would be, that the public 
had confidence that the institution, whether government or bank, 
which issued the notes, always could and always would maintain 
their parity with gold. Furthermore, the effect upon prices would 
be no different if the bank, instead of issuing notes against this 
$500,000,000 gold reserve, should hold the gold as a reserve against 
deposits, which in turn should give rise to a deposit currency or 
check circulation equivalent to that represented by the circulation 
of the government notes or the bank notes in the previous 
illustrations. 

The Equation of Exchange Extended to Include Deposit 

Currency 

If we designate the average f)rice of all economic goods ex- 
changed for money and checks by the symbol P (using the concept 
of average price described on page 32) , if we designate the volume 
of checks paid for goods and services by C, and the average rate 
of turnover of the checks so paid (weighted according to their re- 
spective amounts) by E, if we designate the number of units of 
goods sold by T, and if we use the terms M and V in the senses 
previously described (pp. 32 and 33), the price equation, with the 
use of checks assumed, would stand as follows: 

MV-\-CE 

P- rp ' 

Most checks make only one purchase and then die. The payee 
of a check rarely passes another person's check on to a third party 
in the purchase of goods. Almost always he deposits daily the 
checks he receives, and makes his payments with his own checks. 
The percentage of checks drawn that are endorsed by the payee 
and paid to a third party for purchases is so small as to be negli- 
gible. We may, therefore, safely assume that the rate of check 
turnover, E, is unity, which would transform the price equation 
to the form: 

r- r * 


The check is the medium through which a bank deposit circu- 
lates, and, in recognition of this fact, check circulation is usually 
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called ^‘deposit currency.” The efficiency of bank deposits as 
media of exchange, like the efficiency of money, must be inter- 
preted in terms of their rate or velocity of turnover. A merchant, 
depositing daily in his deposit account his money and check re- 
ceipts, would hav(^ a deposit turnover of twelve times a year if 
his daily credit balance should average $5,000 and his total pay- 
ments by checks drawn against the account for goods and services 
for the year should be $60,000. Here we have the concept of ‘Hhe 
rate of turnover of bank deposits” or of “bank deposit velocity.” 
If, in the country as a whole, for a given year the average amount 
of individual and government deposits subj(^ct to check, which 
we shall designate hy D, should be $20 billion, and if the volume 
of chocks, C, drawn against these deposits and paid out for goods, 
should be $600 billion, the rate of deposit turnover (which we 
shall designate by R) would obviously be 30. This rate of deposit 
turnover is larger in y(‘ars of active business than in years of slack 
business, it is larger when business confidence is high than when 
it is low, it is larger in times of liquid credit than in times of so- 
called “frozen credit,” it is larger when the value of the monetary 
unit is rapidly depreciating than when it is stable or appreciating, 
it is usually many times larger in speculative centers, like the Wall 
Street district of New York City, than in commercial and manu- 
facturing cities, and is much larger in cities of the latter classes 
than in agricultural communities. 

The following tablets show the average annual rate of deposit 
turnover as computed by the Federal Reserve authorities for: 
(1) a large group of American cities exclusive of New York City 
and (2) New York City: ^ 

Average Annual Rate of Turnover or Velocity of Bank Deposits 

140 Centers (Outside of New York City) 


Years 

Average 

1919 

34.4 

1920 

35.8 

1921 

31.4 

1922 ; . . . 

30.8 

1923 

32.4 

1924 

31.5 

1925 

32.7 

1926 

33.9 

1927 

35.0 

1928 

37.9 


’ Compare chart, infra, p. 113. 
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Average Annual Rate of Turnover or Velocity of 
Bank Deposits — Continued 

140 Centers (Outside of New York Citt) 


Years 


Average 

1929 


.. . 41.6 

1930 


.. . 34.9 

1931 


.. . 28.8 

1932 


.. . 25.4 

1933 “ 


.. . 24.9 

1934 


.. . 22.7 


New York City 


Years 

Average 

1919 

54.3 

1920 

52.4 

1921 

50.2 

1922 

55.0 

1923 . 

56.3 

1924 

55.0 

1925 

61.7 

1926 

67.1 

1927 

74.9 

1928 

93.5 

1929 

111.9 

1930 

69.5 

1931 

46.2 

1932 

33.1 

1933 

30.3 

1934 

27.8 


“Since “ the bank holiday ” of early March, 1933, the figures cover only 130 cities. 

From the above explanation it will be seen that the C (of the 
formula as given on page 51) is equal to DRj so that in its finally 
revised form the formula would read : 

„ MV -{-DR 

rjp 

Relationship between Volume of Money in Circulation 
AND Deposits 

What relationship, if any, exists between D and Af, namely, 
between bank deposits subject to check and the amount of money 
in circulation (exclusive of that held in bank reserves against 
checking deposits)? More particularly, is there any reason to be- 
lieve that, as a broad general proposition and under normal con- 
ditions, D tends to be a function of M, increasing as M increases 
and decreasing as M decreases? To this latter question an affirma- 
tive answer may be given, both on theoretical grounds and on the 
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evidence of statistical studies that have been made by the writer, 
by Irving Fisher and by others. ‘ 

Two facts tend to give deposits a more or less fixed ratio to 
money in circulation. They are: (1) the fact that the conveniences 
and customs of the public in a given state of banking development 
and banking law tend to the maintenance? of a constant proportion 
between the amount of money in active circulation and the amount 
in bank reserves; and (2) the^ fact that, under like conditions, the 
interests of bankers tend to cause them to maintain under given 
economic conditions fairly constant ratios of cash reserves to 
deposit liabilities. 

Let us consider briefly each of these? teaideiiedes. The first tend- 
ency has been well statc'd by Irving Plsher: ^ 

“ . . . individuals, firms, and cor{X)rations preserve more or less definite 
ratios between their cash transactions and their check transactions, and 
also between their money and deposit balances. These ratios are deter- 
mined by motives of individual convenience and habit. In general, 
business firms use money for wage i)aymeiits, and for small miscellaneous 
transactions included under the term 'petty cash’; while for settlements 
with each other they usually prefer checks. These preferences are so 
strong that we could not imagine them overridden except temporarily 
and to a small degree. A business firm would hardly i)ay car fares with 
checks and liquidate its large liabilities with cash. Each person strikes 
an equilibrium between his use of the two methods of payment, and 
does not greatly disturb it except for short periods of time. He keeps his 
stock of money or his bank balance in constant adjustment to the pay- 
ments he makes in money or by check. Whenever his stock of money 
becomes relatively small and his bank balance relatively large, he cashes 
a check. In the opposite event, he deposits cash. In this way he is 
constantly converting one of the two media of exchange into the other. 
A private individual usually feeds his ])urse from his bank account; a 
retail commercial firm usually feeds its bank account from its till. The 
bank acts as intermediary for both. . . . 

"There is, then, a relation of convenience and custom between check 
and cash circulation, and a more or less stable ratio between the deposit 
balance of the average man or corporation and the stock of money kept 
in pocket or till. ... If that ratio is disturbed temporarily, there will 
come into play a tendency to restore it. Individuals will deposit surplus 
cash, or they will cash surplus deposits.” 

^ Cf., Kemmerer, E. W., Money and Prices, pp. 139-149; and Fisher, Irving, The 
Purchasing Power of Money, Chap. XII. 

* The Purchasing Power of Money, pp. 50-52. 
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Relationship of Bank Reserves to Volume of Deposits 

Next, let us consider the tendency for the maintenance of a 
more or less constant percentage of bank reserves to deposits. A 
bank, we have found, is a concern the principal business of which 
is to lend its credit. Its profits come largely from the fact that, 
in any particular period of time, it is called upon to pay only a 
small proportion of its deposit obligations, and that it can, there- 
fore, lend out at interest a large part of the funds entrusted to it 
by depositors. The right to receive money from the bank on 
demand, and the privilege of transferring that right to others by 
means of checks, are, for most purposes, as valuable to the de- 
positor as the possession pf actual money. Inasmuch as money 
lent out yields the bank Interest, while money in the tills (and 
reserve money deposited in the central bank or banks) does not, 
the bankas cash reserve and its non-interest-bearing deposited 
reserve tend to be reduced, by the d(\sire for profits, to the lowest 
point consist(‘nt with safety. The percentage of reserve which a 
bank needs to hold against its deposits varices with the bank’s 
location, character and the sizes of its individual deposits, its 
reputation, the general financial condition of the community it 
serves, the state of business confidence at the time and the reserve 
requirements, if any, imposed by law. It also varies from season 
to season according to the seasonal fluctuations in the production 
and trade of the community the bank serves. But a bank must at 
all times maintain a sufficient reserve to meet all probable de- 
mands. A considerable margin of safety, moreover, is desirable; 
for failure promptly to meet its obligations means either a damaged 
reputation or bankruptcy. The result is that banks find it to their 
advantage to maintain reserves well in excess of the net amounts 
they are actually likely to be called upon to pay out. These re- 
serves are the necessary conditions to the billions of dollars of 
check transactions that take place daily. The amount of money 
continually tied up in bank reserves for the support of bank de- 
posits is withdrawn from the community’s active circulating media, 
and accordingly lessens the supply of money available for cash 
transactions to the extent of the amount so- withdrawn multiplied 
by what would have been its rate of turnover were it in actual 
circulation. These bank reserves, or cash balances, are important 
stones in the foundation upon which our vast superstructure of 
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deposit currency is built. Deposits and checks represent the right 
to demand money and must be paid in money if the payee so de- 
sires. Deposit currency may render money five, ten or a hundred 
times more efficient, and in doing so may greatly change the value 
of the money unit; but the fact still remains true, that prices, 
however high or low they may be, are the value of commodities 
in terms of the value of this money unit. 

Each banker finds from experience what percentage of reserves 
to deposits it is advisable for him to maintain; and, within the 
legal reserve limits, if any are imposed, he attempts to order his 
business so that his reserve shall not depart far, for any consider- 
able time, from this most desirable pro[)ortion. If it tends to exceed 
this proportion, he will, in his desire for profits, reduce his per- 
centage reserve by increasing his loans and bujang more securities. 
If, on the other hand, the percentage of reserve tends to fall below 
this most desirable proportion, the banker, in the interest of safety, 
will increase his reserve percentages by curtailing or calling in 
loans, by rediscounting paper or by selling securities, hlxperience 
has shown, however, that this process of adjustment often takes 
place very slowly, particularly in times of great business depression. 

As a result of these forces every bank arrives at what it con- 
siders a fairly normal percentage of reserves to deposits — a norm 
that will be higher in some seasons of the year than in others — 
and the average of these individual bank normal reserve percent- 
ages (weighted according to the respective amounts of money in 
the different reserves) would give the normal percentage of reserve 
for the country at any time. In the absence of changes in the 
banking laws of the country, or of banking practices, or in the 
relative use of checks and cash as media of exchange, or of business 
confidence, this normal percentage, with due allowance for seasonal 
changes, would tend to persist, regardless of changes from year to 
year in the amount of money in the country or changes in the 
physical volume of trade. 

To use the language of the formula, an increase in M would, 
other things equal, tend to result in a proportionate increase in 
the amount of bank reserves; while an increase in the amount of 
bank reserves, since the percentage of reserves to deposits would 
tend to persist, would tend to cause a proportionate increase in 
D through bank loan expansion. If, for example, we suppose M 
to be doubled, then D would also tend to be doubled and the 
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doubling of M and D would be accompanied by a doubling of P; 
provided, of course, that the factors F, R and T remained un- 
changed. The opposite would take place if M were cut in half. 
There is no reason why a change in Af or D should result in en- 
during changes in F, R or T. t]xcept for short transitional periods — 
a subject to be discussed later (p. 58) — these latter factors are 
independent variables. 

Assumptions Underlying Quantity Theory 

Static conditions, like those assumed above, are, of course, never 
realized in the business world. Changes in banking laws from 
time to time may result in great changers in normal reserve per- 
centages, as did the banking legislation in the United States which 
created and developed the Federal Reserve system in 1914 and 
the years immediately following. Important changes in banking 
organization, in the character of bank assets, in the average size 
of banks and in tlu^ attitude of the public toward the use of bank 
checks and cash would, of course, change the normal average per- 
centages of reserve's to deposit liabilities. Like any natural law, 
the quantity theory of money which we are here stating merely 
tells what will happen under certain assumed conditions. It is a 
statement of a fundamental principle that works under complex 
and widely varying economic conditions. To the extent that con- 
ditions are different from those assumed, allowance must be made 
in applying the theory. To the student of money it provides a 
useful brief formulation of the fundamental factors that directly 
determine the general price level. 

In the proviso, ‘‘other things being equal,” which must be so 
strongly emphasized in every statement of the quantity theory, 
two factors demand special emphasis. One is business confidence 
in general, and the other is the public’s confidence in the country’s 
money itself. These two factors will be considered briefly. 

Business Confidence 

When business confidence is high, a bank can safely get along 
with smaller percentage reserve than when it is low. There is 
little danger of “runs” on the bank at such times, and cash with- 
drawals are relatively small. Business is profitable and deposit 
receipts continually tend to exceed withdrawals. Under such condi- 
tions, the banks are encouraged to extend their loans and reduce 
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their reserve percentages. When, on the other hand, business 
confidence is low and the public are pessimistic as to the immediate 
economic future, banks find it desirable to increase their percent- 
age reserves as a measure of safety. They require more and better 
collateral for loans and in other respects are more exacting in mak- 
ing advances. The business public, moreover, fearing continued 
depression, arc; reluctant to undertake new ventures, extend their 
capital equipment or accumulate supplies for the future. The 
business and banking philosophy of the time is to play safe and do 
httle. Funds are piled up in the bank because there is nothing else 
to do with them. There is a high correlation between movements 
in business confidence and movements in the ratio of deposit 
currency to bank reserves.' Furthermore, in times of great pros- 
perity and in times of economic stress and strain during which 
there are pronounced movements in busin(;ss confidence, there is a 
strong correlation b(‘tween the movements of business confidence 
and of bank deposit velocities.^ These velocities and business 
confidence, for example;, were both very high during the boom 
years 1928 and 1929, and very low during the depression years 
1930-1935. It is to a large extent through such influences of varia- 
tions in businc'ss confidence upon reserve ratios and, probably 
more importantly, upon deposit currency velocities, that the varia- 
tions in the relative supply of the circulating media are caused 
which explain the cyclical fluctuations in the general price level 
with which the studtmt of the business cycle is primarily concerned. 

A moderate rise in the price level often stimulates business 
confidence itself and this in turn may increase temporarily the 
rates of money and deposit turnover {V and R) and the supply of 
goods sold (T). It was such a temporary stimulus that David 
Hume apparently had in mind when he said in his Essays, Moral, 
Political and Literary (published in 1742) : 

“Accordingly we find that, in every kingdom into which money 
begins to flow in greater abundance than formerly, everything takes a 
new phase; labor and industry gain life; the merchant becomes more 
enterprising, the manufacturer more diligent and skillful, and even the 
farmer follows his plough with greater alacrity and attendance.” 

* Cf., Kemmerer, E. W., Money and Prices, pp. 121-126, 144-145; Persons, 
W. M., “Quantity Theory as Tested by Kemmerer,” Quarterly Journal of Eco- 
nomics, February, 1908, p. 287; and Fisher, Irving, The Purchasing Power of Money, 
pp. 276-279, 430-432. 

* Supra, p. 36, and Kemmerer, E. W., “Controlled Inflation,” American Eco- 
nomic Review, Supplement, March, 1934, pp. 90-100. 
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Public Confidence in Money 

The second factor for which allowance must b(i made under the 

other things equal” in interpreting and applying the equation of 
exchange^ is the variations in the public’s confidence in the money 
itself or in the public’s expectations concerning the future value of 
th(i money. These variations find expression chiefly through 
changes in the various factors in the right-hand side of the price 
equation. The fundamental fact h(Te is that, with money as with 
any other commodity, people quickly drop things that they believe 
are going to depreciate and cling to things which they believe are 
going to appreciate. The point may be made clear by a few illus- 
trations. 

Prospects of Convertibility 

Assume that the money of a country consists entirely of govern- 
ment paper notes like our greenbacks of the years 1862-1878.^ 
Assume that these notes were originally convertible into gold on 
demand, but that convertibility was discontinued some years ago 
and that the notes are now circulating at a value of 65 cents’ worth 
of gold to the dollar, that there are no prospects at the moment for 
a resumption of gold payments, and that this 65-cent gold value is 
entirely the resultant of the interplay of the forces of monetary 
demand and monetary supply. Assume that the government of 
the country is a strong one with a well-balanced budget, and en- 
joying the confidence of the public. Assume further that this 
government’s credit is such that it can borrow very substantial 
sums of money in the domestic market at 5 per cent. 

Now change the situation in one respect. Have the government 
suddenly announce to the public that five years from the date of 
the announceiTK'nt it will resume gold payments at par and that, 
in the interim, it will not increase the amount of money in circula- 
tion. Assume that the public believe that this announcement will 
be carried out. 

On the above assumptions every dollar of paper money, in 
addition to being paper money, becomes a promissory note to pay 
one dollar gold, without interest, five years from date; and every 
day that passes after that announcement, the date of maturity 
comes one day nearer. Inasmuch as by hypothesis these notes are 
the only money in the country, if the demand for money increases 

* Cf., infra . Chapter XIII. 
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while the supply remains constant, the value of the paper dollar 
will rise toward gold parity, under the force of the monetary 
demand.^ This promise of redemption five years hence, however, 
has placed a lower limit to a paper dollar’s gold value, a limit 
below which it cannot go appreciably at any time during these five 
years, and that limit is the present value of the right to draw a 
gold dollar on the date when gold payments will be resumed, 
computed at the current market rate of interest, which we have 
assumed to be 5 per cent. The present value of such a right to draw 
a gold dollar in the future is: 

Cents Gold 


5 years hence 78.4 

4 “ “ 82.3 

3 “ “ 86.4 

2 “ “ 90.7 

1 year “ 95.2 


The notes would be worth these values in gold as an investment 
at the current rate of interest, and, if as money the notes should 
fall below these present discounted values, they would yield more 
than the current rate of return on other equally safe investments 
to anyone withdrawing them from circulation and holding them 
to the date when gold payments would be made. Whenever the 
gold values of the notes as money fell below these investment 
values, quantities of the notes would be withdrawn from circulation 
and held as investments. This would reduce the M of the equation 
and, as a consequence, tend to reduce P, or, in other words, to 
raise the money value of the paper dollar up to the investment 
value; but, it should be noted that this increase in the money value 
of the dollar would be effected only through a reduction in M or 
(if one prefers to consider hoarded money as money in circulation 
with a zero rate of turnover) by a reduction in F, in harmony 
with the principle of the quantity theory. 

A Flight from Money 

Let us now view the subject from the standpoint of an antici- 
pated depreciation in the value of the monetary unit. Anything 
that causes the public to believe that the value of money is going 
to fall rapidly, or, in other words, that prices are going to rise sub- 


1 Supra, pp. 26-29. 
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stantially for a considerable period of time, tends to increase the 
rate of money and deposit turnover (V and R). If you believe that 
the value of money is going down rapidly in terms of goods, or, 
stated otherwise, that the prices of goods are going up rapidly, it 
is good policy to drop your goods and hang on to your money and 
bank deposits.’^ 

In Mexico in 1916, when the so-called Vera Cruz and Constitu- 
tional Army paper money was depreciating rapidly and when the 
Government was discriminating against the notes of the larger 
denominations, but was forcing merchants to take the money 
under heavy penalties for refusal, there was a mad rush to get rid 
of this money quickly. Holders of the notes rushed to the stores to 
buy with them anything they could, without much regard to 
prices. Merchants, however, who charged unduly high prices, were 
subject to heavy penalties. Stories were told in Mexico City of 
people crowding the stores and waiting on themselves. In one 
store it was reported people took shoes in boxes from the shelves, 
paying the prices named with little or no regard to the sizes of the 
shoes or to the kinds — men’s, women’s or children’s. Merchants, 
on the other hand, cut down their clerical force during these days 
and clerks who remained on duty in numerous cases were instructed 
to waste all the time they could in waiting on customers. 

Similar situations existed in many European countries during 
the period of rapid currency depreciation after the World War. 
People in Germany, Austria and Russia rushed to the shops to 
spend their money as rapidly as possible to prevent its value from 
fading away in their hands, for often in the short period of a few 
hours prices rose by large percentages. At this time velocities of 
money and of bank deposits were very high and were rapidly 
increasing. 

A pertinent illustration of the principle is the experience of Ger- 
many with the paper mark in the latter part of 1923, at the time of 
the introduction of the rentenmarky as described by Karl Helf- 
ferich.^ Before the depreciated notes o|i the Reichsbank were 
stabilized at the rate of a trillion to one by the establishment of the 
Rentenbank,^ the public were losing confidence in the notes so 
rapidly that the rate of monetary turnover increased enormously, 
with the result that the gold value of the notes depreciated much 

1 Statist (London) , February 2, March 1 and March 8, 1924. 

* Infra, pp. 315 and 316. 
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more rapidly than the rate of increase in the money supply and, 
in consequence, the gold value of the total amount of money in 
circulation dropped precipitously. When confidence in the cur- 
rency was restored by the establishment of the Rentenbank, th(‘ 
abnormal and overstimulated rate of monetary turnover de- 
clined, with the result that there was not nearly enough money in 
circulation at the new and lower rate of turnover to maintain 
current business at the existing price level, so that a substantial 
increase in the amount of money in circulation was requin'd to 
prevent a great fall in prices. Speaking of this ('xperience, Helf- 
ferich said: 

Therefore it apj^ears that in the first quarter of the stabilization of the 
German standard, the circulation of money rose from 450 million to 
about 2,350 million of gold marks — a five-fold increase — whereas the 
circulation of money combined with the giro credit at the Reichsbank 
rose from 070 million to 3,050 million gold marks — a 4,t2-fold increase. 
The stabilization of the German standard therefore was not brought 
about by a contraction of the money in circulation ; on the contrary the 
stabilization i)rocess was accompanied by an enormous increase in the 
monetary circulation.” 

It should be added that the stabilization was accompanied by 
an enormous reduction in the rate of the monetary turnover, 
which, according to the principle of the quantity th(^ory, was 
equivalent to a reduction in the monetary supply. In other words, 
a great reduction in V and D of the formula caused by a return of 
confidence in the money had to be compensated by an increase in 
M and D in order to prevent a fall in P. Always, therefore, in the 
interpretation of the quantity theory as expressed in the equation 
of exchange, and in the application of the equation to monetary 
problems, the two forces, business confidence in general and the 
public’s confidence in its money in particular, must be taken into 
account. 


The Interest Rate and the Price Level 
An influence that affects directly every factor on the right side 
of the quantity theory formula and which is in turn directly 
affected by all the factors of the formula is the interest rate. This 
influence of variations in the interest rate upon the factors that 
determine the price level is one whose importance is only recently 
becoming adequately appreciated by economists, and one which 
offers a fruitful field for future studies. 
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The bank-note element in M of the formula and the factor D are 
circulating media whose volume is to a large extent determined 
by the volume of bank loans. They grow out of bank loans and, 
in a high dc^gree, consist of non-interest-bearing circulating bank 
debits, which the banks have given in exchange for the interest- 
bearing non-circulating debits of their customers. In a country 
like the United States, in which probably over 90 per cent of tlu* 
media of exchange consists of bank deposits circulating through 
checks and in which bank notes constitute the principal element 
in the money circulation (Af), the great influence of variations in 
the interest and discount rates charged by banks upon the supply 
of the circulating media is obvious. 

When, as a r(\sult of inc^’easing bank reserves or for other reasons, 
the interest and discount- rates charged by banks decline, or, in 
other words, the “nmtal price of short-time capital” to the banks’ 
customers becomes cheaper, borrowing is encourag(‘d, bank-note 
and d('])()sit currency tend to expand, the demands for capital 
goods tend to increase and an upward pressure is exerted on the 
pric’c l('V(‘l. A rising price level, in turn, tends to increase business 
confidence and thereby to incn'ase the velocities of M and D. It 
also stimulates the physical volume of business, T, but more 
slowly. The result is an upward tendency in prices (P).^ In this 
price advance wages and many fixed charges lag behind most 
commodity prices — a fact that tends to increase profits, stimulate 
the demand for capital and thereby raise interest rates. 

Rising commodity prices are synonymous with a declining value 
of the dollar, and this means that loans contracted during a period 
of rising prices give })romise of being paid in a less valuable dollar 
than the one loaned. Depreciation of the dollar eats into interest, 
and sometimes {consumes it entirely. It may even devour part of 
the principal, resulting in what is known as negative interest.^ 

^ Low and declining interest rates may continue for a considerable length of time 
without actually causing a rise in commodity prices, as repeated experiences have 
shown. If, for example, the low interest rates are a factor in an economic and 
financial policy on the part of the Government which the business world considers 
dangerous, this policy may depress business confidence and thereby greatly reduce 
the velocities of circulation of both money and deposits ( V and 72) . This reduction 
may more than compensate the expansion of M and D that was caused by the low 
and declining interest rates. This subject will be considered more fully in the final 
chapter of Volume II, with particular reference to American experience during the 
economic depression beginning in 1929. Cf., Kemmerer, E. W., “Controlled Infla- 
tion,” American Economic Review, Supplement, March, 1934; and “Federal Reserve 
Policy,” ibid., March, 1933, pp, 132-134. 

2 Cf., Fisher, Irving, The Theory of Interest, pp. 40-44, and 493 and 494. 
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Under such conditions and prospects borrowers become increas- 
ingly urgent in their demands for loans, and lenders increasingly 
reluctant to lend, with the result that the rate of interest required 
to equilibrate supply and demand rises. 

Rising interest rates tend to have exactly the opposite effects on 
the factors in the quantity theory formula which declining interest 
rates have. They tend to contract bank loans and thereby M and 
D. They thus tend to depress P and thereby to weaken business 
confidence, which in turn reduces the velocities, V and R, with 
consequent further declines in P, 

While declining interest rates are a force exerted in the direction 
of checking a fall in commodity prices and causing a rise, and while 
rising interest rates, per contra , are a force exerted in the direction 
of checking a rise in commodity prices and causing a fall, there 
are numerous other forces both economic and j>olitical always at 
work, and what actually happens is the resultant of all of the 
forces. 

As a matter of recent historical experience, the movements of 
commodity prices and of interest rates have frequently shown a 
considerable direct correlation. For this the outstanding cause is 
probably the facts that high business confidence stimulates the 
velocities of M and D and thereby pushes up priccis, while rising 
prices stimulate the demand for capital and push up interest rates. 
On the other hand, low business confidence reduces the velocities 
and thereby depresses prices. Declining prices, in turn, weaken 
the demand for capital and depress interest rates. 

With the background of this discussion of the relationship of 
variations in confidence and in inten'st rates to the price level, 
we are now prepared for a final statement of the quantity theory. 

Quantity Theory Restated 

Other things equal and business confidence and public confi- 
dence in the country’s money remaining the same, an increase in 
the quantity of money in circulation will result in a proportionate 
increase in bank reserves; and an increase in bank reserves will 
result in a proportionate increase in bank deposits. A decline in 
the quantity of money in circulation will have the opposite effect. 
The D of the formula is, therefore, a function of M, and, other 
things equal, tends to increase and decrease as M increases and 
decreases and in the same proportion. This being true, the quan- 
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tity theory of money, in spite of all the complexities of the modern 
credit regime, still holds true as a general principle. 

Changes in the quantity of money in circulation require time 
to work out their influence on the price level, the principal buffers 
being V and R. Of course, the ^‘lag^^ is very different for different 
classes of prices and for the prices of different commodities. Whole- 
sale prices normally respond more quickly than retail prices and 
retail prices more quickly than wages. Moreover, among the 
commodities of each group there are widely different degrees of 
lag. Prices that are regulated by government, like those for rail- 
way freight and passenger services, or for gas, water, electricity, 
street car fares and the lik(‘, are often the last to respond to en- 
during alterations in tl\e relative money supply. The effect of 
temporary alterations m the monetary supply is often limited 
almost entirely to a few kinds of commodities which at the particu- 
lar time happen to be the most sensitive. Like a pebble dropped 
into a lake, the ripples it causes are imperceptible beyond a very 
responsive and closely adjacent area. 

The question of the relationship of money and credit instru- 
ments to the price level has been a controversial one in the United 
States for several generations. It cannot be said today that there 
is general agreement among the majority of American economists 
as regards the details of this problem. There are economists of 
high standard in America who lean strongly towards the bullionist 
school, as, for example, the late Professor James Laurence Laugh- 
lin.^ There are others, like Dr. B. M. Anderson, Jr., who accept a 
so-called social value theory’^ and see no truth whatever in the 
main contention of the advocates of the quantity theory. There 
are others who look upon the quantity theory formula as true, 
but as merely a mechanical statement of a self-evident fact and 
therefore of little use. And there are still others who believe that 
the direction of causation is usually from the left-hand side of 
the formula to the right; namely, from prices (P) to the relative 

monetary and circulating credit supply ^^ot in 

the opposite direction as here maintained. Readers interested in 


^ Briefly stated, the members of the bullionist school believe that the value of the 
dollar is determined fundamentally by the value of the bullion content of the com- 
modity money dollar, and that when a country’s money is not convertible on de- 
mand in commodity money or bullion, its value depends upon and varies with the 
prospects of such convertih^ty in the future. 
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this controversy should read the references given in the bibliog- 
raphy at the end of this chapter. 

Despite much disagreement on the subject and many minor 
variations in the form of expressing the quantity theory, I think 
it can be said, without fear of successful contradiction, that a 
large majority of scientific economists, both in the United States 
and abroad, who have worked intensively in the field of mone- 
tary theory, accept some form of the (piantity theory of money; 
although most economists believe that the problem of the rela- 
tionship between money, credit and prices is one that demands 
much further study. On this subject, doubtk'ss, the last word has 
not yet been said. 

We are now prepared to consider the principal types of mone- 
tary standards, and this task will occupy the next three chapters 
and Chapter IX. First, we will consider the Monometallic 
Standard. 
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CHAPTER V 


THE MONOMETALLIC STANDARD 
Monometallism Defined 

Under a monometallic standard the unit of value consists of 
the value of a fixed quantity of some one metal, in modern times 
usually gold or silver. The metal constituting the unit is the stand- 
ard metal, and all kinds of money are assimilated in value to the 
standard unit. Their denominations are expressed in terms of 
multiples or fractions of Ijhis unit. 

The monetary unit in^ithe United States, for example, prior to 
the bre^akdown of the gold standard in early March, 1933, was a 
gold dollar containing 23.22 grains of pure gold combined with 
2.58 grains of copper alloy to give it propc'r WT^aring qualities when 
coined. The gold monetary unit, therefore, had a gross weight of 
25.8 grains and a millesimal fineness of .900. Prior to 1893 India 
was on the silver standard, and her monetary unit, the rupee, 
consisted of 165 grains of pure silver combined with 15 grains of 
copper alloy. In the United States, under the gold standard, all 
the different kinds of money (paper money, silver, nickel and 
copper coins) were kept at a parity with the gold dollar, and a 
dollar of any kind of money was equivalent to a dollar of gold. 
Likewise, in India prior to 1893, all the different kinds of money 
(rupee notes, fractional silver coins and copper coins) were kept 
at a parity with the silver rupee. 

While, historically speaking, the world has had a much longer 
experience with silver monometallism than with gold monometal- 
lism — the English currency of 1821 having been the first national 
currency in the world to be both legally and actually on a gold 
monometallic basis — silver monometallism is no longer of any 
importance in the world, the only two strictly silver standard 
countries remaining being Ethiopia and the British colony of 
Hong Kong. Except for China, moreover, which at least technically 
gave it up in 1934, the silver standard has been of comparatively 
little importance in the world since the latter part of the nine- 
teenth century. The principles of monometallism may, therefore, 
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best be explained and illustrated by reference to the gold standard. 
The reader should bear in mind, however, that the same funda- 
mental principles apply also to silver monometallism. 

There are a number of varieties of gold monometallism, the 
principal of which will be described later, but the automatic gold 
coin standard is the form of gold monometallism best adapted as 
a starting point in an explanation of fundamental principles. 
This, with minor qualifications, is the form of the gold standard 
used in the United States, England, France, Germany and many 
other countries prior to the World War. In most of its essentials, 
moreover, it was the monetary standard of the United States 
from the end of the War until March 3, 1933. 

The Gold Coin Standard 

Under the gold coin standard, the unit of value is the value of a 
fixed quantity of gold in a free gold market, and this gold is coined, 
without appreciable coinage charge, into money which circulates 
freely. For example, in the United States in 1932 the unit of value 
was the gold dollar, consisting of 25.8 grains of gold, .900 fine. 
This dollar was coined in gold pieces of the denominations of 
$2.50, $5, $10 and $20. Gold pieces representing a single unit or 
dollar were coined from 1849 to 1889, but after the latter date 
none were coined, except a few memorial pieces. There was no 
brassage charge for the process of converting standard gold bullion 
(i.e., bullion .900 fine) into gold coin.^ 

Our mint and assay offices made charges to depositors of gold 
bullion sufficient to cover such costs as those for melting, refining 
and alloy. 2 Anyone could take standard gold bullion to any Ameri- 
can mint and have it coined into gold coin, and receive for his 
bullion the full amount of the coin into which it was coined (less 
the above-mentioned charges) ; in other words, he could get $18.60 
of gold coin for each ounce of standard gold bullion he brought to 
the mint. This was the equivalent of $20.67 for each ounce of 
fine gold. Holders of gold bullion could have it converted into 
gold coins or exchanged for gold coins or their equivalent in gold 
certificates at the rate of $18.60 an ounce of standard gold at any 
of the ten mint-service institutions operating in the United States. 
Furthermore, owners of standard gold bars could sell them at 

^ There was a small charge of of 1 per cent for a time prior to January 14, 1873. 

^ Revised Statutes of the United States, Section 3524. 
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practical gold parity for Federal Reserve notes at any of our 
twelve Federal Reserve banks. 

There were in the United States no restrictions or tariff duties 
of any kind on the importation or exportation of gold. 

Under such conditions gold coins in the United States could 
not be worth appreciably more than the market value of the gold 
bullion they contained. In other words, $18.60 in gold coin could 
not be worth appreciably more than the market value of an ounce 
of standard gold in the free markets of the world, because the 
United States would give anyone gold coin in unlimited quantities 
for standard gold bullion at this price, and gold bullion could be 
freely imported and converted into United States gold coins. 

It was equally true that $18.60 of gold coins could not be worth 
appreciably less in the j^^merican market than the market price 
of an ounce of standard gold bullion in the international gold 
market, because anyone having unworn gold coins in the United 
States could melt them down and convert them into standard gold 
bars, and could get an ounce of standard gold out of each $18.60 
worth of gold coin he melted down. These gold bars, or the gold 
coins themselves, could be exported from the United States in un- 
limited quantities and without any restrictions or tariff duties 
whatsoever. 

If gold bullion could always be converted into gold coin, and 
gold coin into gold bullion, in unlimited quantities at this rate of 
$18.60 for an ounce of standard gold, without appreciable expense, 
and if both the coin and the bullion could be exported and im- 
ported without restrictions, it is obvious that, in terms of market 
value, an ounce of standard gold would always be practically the 
same thing as $18.60. In other words, $18.60 of gold coin would 
be a name for an ounce of standard gold with the Government’s 
mint stamp upon it. Anything that affected the value of gold in 
the world’s free gold markets would affect the value of every ounce 
of gold in the United States and therefore of every dollar of 
United States gold coin. If, as a result of new gold discoveries, 
the supply of gold on the world’s market should increase greatly 
relative to the demand for gold, the value of gold bullion in the 
world’s markets would decline, and with it the value of all Ameri- 
can gold coins; and, per contra, if the demand for gold in the world 
for money, jewelry, plate, etc., should increase relative to the sup- 
ply, the value of gold bullion in the world’s markets would rise, 



72 


MONEY 


and with it the value of every American gold coin. But, whether 
the value of gold rose or fell, an ounce of standard gold in the 
United States was always equivalent to $18.60, and an ounce of 
pure gold always equivalent to $20.67. The value of gold in terms 
of goods and services continually changes; but in a country that 
is squarely on the gold standard, the price of gold never changes 
to any appreciable extent. To say that the price of an ounce of 
standard gold in*the United States in 1932 was always $18.60 is 
an identical proposition. It is like saying that a foot is always 
twelve inches long. 

Under the typical gold coin standard, just as the gold monetary 
unit, say, the gold dollar or the sovereign, is always maintained 
at a value practically (‘quivalent to the value in a free market of 
the gold bullion it contains, so, likewise, all the different kinds of 
money in the country — namely, all kinds of paper money, silver 
coins and minor coins of nickel and copper — are kept at a parity 
with the gold monetary unit. Ten dollars of any kind of the na- 
tion’s money, for example, is always maintained at a value equal 
to ten dollars of any other kind of money. 

Devices for Maintaining Parity of Different Kinds 
OF Money 

For the maintenance of this parity four devices are commonly 
used. They are : 

(1) Limitation of the supply of fiduciary money. If any kind of 
money is issued to excess relative to trade needs, it tends to de- 
preciate in terms of other kinds of money; as, for example, the 
famous Wood’s pennies in Ireland in the early part of the eight- 
eenth century,^ and fractional silver coins in many parts of China 
in recent years, coins which have been issued in such excessive 
quantities that it takes from twelve to thirteen ten-cent pieces 
to equal a silver dollar. Special provisions are often incorporated 
in the monetary law to prevent excessive issues of fiduciary coins, 
in addition to the provisions of law restricting the issues of bank 
notes and government paper money. Examples of such provisions 
are : (a) a legal per capita limit, or a maximum total-amount limit 
of such money that can be issu(»d ; (b) a provision that the amount 
of such money in circulation can only be increased against the 

* Dodd, A. F., History of Money in the British Empire and the United States, 
p. 171. 
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presentation to the government of an equivalent amount of gold; 
(c) a legal requirement that the central bank shall accept such 
money at par in unlimited amounts, sometimes coupled with the 
stipulation that no increase in the circulation of such money 
shall be made by the government without the approval of the 
board of directors of the central bank. 

(2) A second device used to maintain the parity of fiduciary 
money is the simple one of making it interchangeable on demand 
with gold at government or central bank offices. Thus, for ex- 
ample, United States notes (greenbacks) and Federal Reserve notes 
prior to March 3, 1933, were redeemable on demand in gold coin 
at the United States Treasury in Washington. 

(3) A third device is to make all such money acceptable in un- 
limited quantities in payment for taxes and other government 
dues, so that, if it is issued to excess, it quickly comes back to the 
government. Provisions to this effect are found in the monetary 
laws of Chile and Peru. 

(4) A fourth device is to make such money legal tender — 
usually to a limited extent in any one payment — for private debts. 

In the United States there was a general provision in the law 
(Act of March 14, 1900, Section 1), effective until the breakdown 
of the gold standard in the spring of 1933, that “all forms of 
money issued or coined by the United States shall be maintained 
at a parity with this standard [gold dollar], and it shall be the duty 
of the Secretary of the Treasury to maintain such parity.’^ 

Characteristics of Gold in Its Relations to the 
Gold Standard 

Gold in its relation to a gold standard currency has three im- 
portant characteristics, one of which, its fixed price, was explained 
earlier in this chapter. The second is, that it has in the currency 
system an unlimited market; and the third is, that the amount 
produced tends to vary inversely as the general price level. 

In a typical gold coin standard system, the mints offer to gold 
producers and gold dealers a market, at a fixed price, for their en- 
tire supply of gold, no matter how large it may be. Under our 
former free coinage system, for example, in the United States, our 
American mints were obligated to buy at the rate of $18.60 for 
an ounce of standard gold (or $20.67 for an ounce of fine gold) all 
the gold that was brought to them and this was true whether the 
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amount were only a few thousand ounces, as it was for the year 
1917, or over ten million ounces, as it was for the year 1904. Gold 
in a gold standard country under a free coinage system and silver 
in a silver standard country under a free coinage system are the 
only instances we have in our modern, advanced communities of 
an indefinitely continued, unlimited demand for a (commodity at 
a fixed price. 

The third characteristic of gold in its relation to the gold stand- 
ard is that the production of gold tends to vary, not with the “price 
of gold,” as the production of other commodities varies with their 
prices, but with the prices of other commodities — namely, with the 
general price level. 

The value of gold is expressed in its purchasing power o\"er 
goods, that is, in the general price level. When the general price 
level, expressed in terms of gold standard money, declines, say, 
23.5 per cent, as it did approximately in the United States between 
1929 and 1934, the value of gold increases about 31 per cent; in 
other words, a dollar, or any other giv(^n weight of gold, say, an 
ounce or a gram, buys 31 per cent more goods (of the kinds cov- 
ered by the general price index number) than it did before. This 
means dearer gold and cheaper goods. On the other hand, when 
the general price level rises, say, 93 per cent, as it did in the United 
States from 1913 to 1920, the value of gold declines 48 per cent 
and a given weight of gold — a dollar, or an ounce — buys only 
about half as much as it did before. This means cheaper gold and 
dearer goods. 

A rising price level means that the supply of gold is increasing 
relative to the demand, and that the value of gold is falling. When 
the value of any commodity other than gold, in a gold standard 
country, declines, its price falls and producers^ profits tend to 
decline, with the result that declining profits tend to reduce its 
production and the falling price tends to stimulate its consumption. 
These two forces react on the price and tend to bring it back into 
equilibrium, or keep it in equilibrium, with the prices of other 
commodities. When the value of gold falls, similar forces come 
into play, but, since gold is the standard of value, these forces 
appear in reverse form. The price of gold does not fall, but the 
expenses of producing gold, e.g., the prices of cyanides, explosives 
and machinery and the wages of laborers in the mines, all tend to 
rise, and this advance in the expenses of production reduces profits 
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and automatically reduces the production of gold, thereby ulti- 
mately lessening the supply on the market relative to the demand 
and forcing up the value of gold; in other words, forcing down 
commodity prices including the prices of mining supplies and 
equipment and also wages. 

Furthermore, when the value of gold falls and the commodity 
price level rises, the price of the gold itself used in jewelry, plate, 
etc., does not rise, although the cost of labor and other costs in- 
volved in their manufacture and marketing will advance. This 
means that the prices of articles made largely of gold do not ad- 
vance in times of rising price level as rapidly as do the prices of 
most other things, or as rapidly as do most wages and salaries. 
Gold jewelry and other, gold articles, therefore, at such times ap- 
pear cheap as compared with other goods and this fact stimulates 
demand for them, therc'by increasing the flow of new gold into 
the arts and diverting old gold from monetary uses into the arts. 
At such times the hoarding of gold is also stimulated, particularly 
in countries like India and China. All this tcmds to hold down 
general prices and to force up the value of gold until profits in the 
gold mining industry again become normal. 

But if the gold producer loses when the valuer of gold falls, that 
is, when the commodity price level rises, it is equally true that he 
gains when the value of gold rises, that is, when the commodity 
price level falls. His day of prosperity is the time when other in- 
dustries are suffering from falling prices. At su(;h times, prior to 
the disruption of our American gold standard in March, 1933, the 
gold producers had still in the United States an unlimited market 
at the mints and assay offices for selling their gold at the fixed 
price of $18.60 an ounce of standard gold, while all their expenses 
of production tended downward. This chapter was begun in 1932, 
in the midst of the great world depression, and the gold mining 
industry at that time was about the only important industry in 
the world that was exceptionally prosperous. 

Falling prices mean that the supply of gold has failed to keep 
pace with the demand, and that as a consequence gold is becoming 
increasingly valuable in terms of goods.' In periods of falling 
prices natural forces, the reverse of those mentioned above, assert 


* The increased demand may be an enduring one or it may be purely temporary, 
as. for example, a demand expressed in the form of widespread hoarding of gold 
resulting from an economic crisis. 
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themselves and ultimately force up prices by stimulating the pro- 
duction of gold and by diverting large and increasing propor- 
tions of the gold on the market away from the arts and into the 
money uses. The rising profits of gold producers stimulate gold 
production, while the fact that the price of gold remains unchanged 
when other prices and wages are falling means that gold manu- 
factures do not fall in price as rapidly as do most other things. 
This makes them appear dear to the consuming public, and there- 
fore lessens the demand for jewelry, plate, etc., and diverts into 
the money uses much gold that would otherwise go into the arts. 
Gold in the money uses is thereby made more plentiful and 
therefore cheapened, and the commodity price level is given an 
upward push. 

Charactp:ri8tics of Gold as a Commodity 

Gold, in addition to its characteristics just described vis d vis 
the gold standard, has as a commodity certain other character- 
istics which have an important bearing upon its use as a stand- 
ard money metal. These are: (1) scarcity, (2) durability, (3) elas- 
ticity of demand and (4) variability in production. 

(1) Scarcity. Largely by reason of its beauty, gold very early 
in the history of the human race became an object of keen and 
widespread demand for ornament. The fact, however, that, al- 
though gold is found almost everywhere throughout the world, 
both on land and sea, it usually can be obtained in substantial 
quantities only by much effort and that nature is very niggardly 
in her offering of gold to man, except in a few limited parts of the 
world, makes gold a very scarce commodity. The entire twelve 
billion dollars of monetary gold in the world today would represent 
a cube only about 32.1 feet on a side. A universal demand for 
gold for ornament and a widespread demand for gold for monetary 
uses, coupled with this very limited supply, spell scarcity and high 
values. 

(2) Durability. Gold is a very durable metal, especially when 
alloyed with a baser metal like copper, as it usually is. There is 
gold in the world today that men extracted from nature thousands 
of years before Christ. Ancient gold ornaments and coins may 
be seen in almost any of the world ^s leading museums. Gold in 
one form is continually being melted down to reappear in another 
form. Doubtless there are modern gold coins and gold watches 
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in the world today that contain gold that was dug out of the earth 
thousands of years ago. Although the permanent losses of gold 
through abrasion, shipwreck and similar causes, are substantial, 
it should be remembered that, because of their high value, one^s 
gold possessions are usually guarded carefully. The world^s present 
total known supply of gold, therefore, is the accumulation of the 
ages. Inasmuch, however, as the world ^s gold production was 
comparatively small until the Californian and Australian gold dis- 
coveries of about the middle of the last century, by far the greater 
part of the world’s present supply of gold has been produced since 
1840. This point is illustratc^d by the following figures. 


World’s Production of Gold 
(Millions of Fine Ounces) 


PeHIOI) 

Aveuaoe 

Anni’al 

I^UODUCTION 


Number of Yph. 

Amount 

1493-1840 

.38 

348 

132.34 

1841-1890 

4.98 i 

50 

249.00 

1891-1934 

17.63 

44 

775.50 

1493-1934 1 

i 2.67 

442 

1,180.54 


Gold being such a durable object and the world’s present stock 
being the accumulation of the ages, the production of any one 
year is a small percentage of the total stock. Furthermore, since 
a large part of the world’s known stock of gold — much more than 
half — is in relatively unspecialized forms, such as coins and bars, 
forms into which very little labor has been wrought, the major 
part of the world’s accumulated gold at any time is a potential 
supply on the market. It therefore takes a relatively long time 
for changes in the amount of gold produced annually to affect 
materially the market supply. The production of gold, for example, 
in 1934, which was the largest annual production in the world’s 
history, was only about 4 per cent of the world’s stock of monetary 
gold at that time. 

(3) Elasticity of Demand. Gold is a commodity of highly elastic 
demand ; in fact, it has the most elastic demand of any commodity 
on the market in a gold standard country. The demand elasticity 
of a commodity is an expression of the degree to which an increased 
supply of the commodity can be thrown on the market without 
depressing its market value, and, per contra^ the degree to which 
supplies can be removed from the market without raising its 
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market value. The coefficient of demand elasticity expresses the 
resistance of an article to changes in its market value when the 
supply of the article on the market changes. All three of the 
principal kinds of demand for gold are highly elastic; namely: 
(1) monetary demands, (2) demands for ornamentation (including 
jewelry) and (3) hoarding demands. 

The monetary demand is obviously highly elastic, when the 
mints of the country will buy all the gold presented to them at 
any time, when the gold market is a world market and the costs 
of shipping gold are small, and when the new gold appearing on 
the market each year is such a small percentage of the total gold 
stock. 

It should be added, however, that, in times of economic crisis 
and financial tension, when the maintenance of the gold standard 
itself is in jeopardy, this elasticity of demand is temporarily greatly 
reduced. Small withdrawals of gold from the market and small 
increases in the supply of gold thrown on the market at such times 
may exercise a substantial influence on the value of gold. 

The second important source of demand, namely, ornamenta- 
tion, is likewise highly elastic. Primitive man^s first form of cloth- 
ing was probably some form of paint or mud on his skin — in other 
words, ornament. Clothing for protection came later. The desire 
for ornamentation from that day to this has been universal. Gold 
is the most widely treasured article of beauty. Most people in 
the world would like to have more gold ornaments than they now 
possess and would buy more if they should become cheaper. Very 
small reductions in the value of gold ornaments (as compared with 
other goods), therefore, quickly stimulate an increased demand 
and this demand acts as a buffer to depreciation. 

The third important source of demand, hoarding, especially in 
India and China, is likewise highly elastic. Gold to these people 
who hoard it is the symbol of wealth in general. A given quantity 
of gold jewelry is not only a commodity which gives direct enjoy- 
ment to the Hindu farmer, but is also a blank check which he can 
fill in at any time with the name of any commodity he may want 
at its market price and which he can cash on demand. The capacity 
of India and China to absorb gold and silver in hoards is well 
known. For many generations India was known as the “sink’’ 
of the precious metal. Since 1931, however, when India went off 
the gold standard and the price of gold in terms of Indian rupees 
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advanced greatly, Indians hoarded gold has been poured onto the 
world^s markets at rates even greater than those at which it was 
previously accumulated. 

This high degree of elasticity of demand is an important factor 
in maintaining such stability of value as gold possesses. 

The forces just described making for stability in the value of 
gold are countered by other forces making for instability. Among 
the latter is the fourth characteristic of gold which we shall de- 
scribe, namely, the wide variability of its production when viewed 
over any considerable period of time. 

(4) Variability in Production, Only about 15 per cent of the 
world’s gold production since the discovery of America took place 
prior to 1850, so that w.e are primarily concerned with the gold 
production since that date. From the following table it will be 
seen that the production was nearly four times as great for the 
decade beginning 1851 as it was for the preceding decade. This 
was due to the enormous production of gold that came from the 
newly discovered gold fields of California and Australia. During 
the next decade, production fell off rapidly and then, during the 
last decade of the century, thanks chiefly to the gold discoveries 
in South Africa and Alaska, it practically doubled. Gold produc- 

Variations in World’s Gold Production 


Period 

Average 
Annual 
Production 
000,000 
Fine Ounces 

— 

Remarks 

1801-1810 

0,57 


1811-1820 

0.37 


1821-1830 

0.46 


1831-1840 

0.65 


1841-1850 

1.76 


1851-1860 

6.45 

Californian and Australian gold discoveries. 

1861-1870 

6.11 


1871-1880 

5.57 


1881-1890 

5.13 


1891-1900 

101.60 

South African gold discoveries. 

1901-1910 

182.9 


1911-1920 

207.9 


1921-1930 

185.2 

Decline caused by depreciation of gold con- 
sequent upon the World War. 

1931-1934 

244.3 

Advance caused by increase in value grow- 
ing out of ‘‘scramble for gold” during 
world economic depression. 


Data taken from Annual Report of U. S. Director of Mint. 
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tion increased 80 per cent during the next decade, and, despite 
the immediately repressing effects of the World War on gold pro- 
duction, it increased over 12 per cent during the decade 1911-1920. 
War-time and post-war inflation greatly reduced the value of gold, 
with the result that production was lowered during the next dec- 
ade. With the increasing demand for gold resulting from the 
return of many countries to the gold standard after the War, the 
value of gold again rose. Gold production has been increasing 
continually since 1923. It is now well above its pre-war maximum 
and has been greatly stimulated by the high value of gold resulting 
from the world-wide scramble for gold growing out of the world 
depression. 

These wide variations in the world^s production of gold are an 
important factor in explaining the rather pronounced secular 
movements in the value of gold which constitute the principal 
defect of our modern gold standard and which will be discussed 
later in this book. 

The Gold Bullion Standard 

So far in this chapter we have been discussing that variety of 
the gold standard called the gold coin standard, which was the 
principal form of the gold standard employed in the leading coun- 
tries of the world prior to the World War. During the decade 
following the War, when most of the world returned to the gold 
standard, many countries, including Great Britain, substituted for 
the gold coin standard the so-called gold bullion standard. In 
the gold bullion standard, as in the gold coin standard, all the 
different kinds of money are k(‘pt at a parity with each other by 
the devices previously explained (pp. 72 and 73). Furthermore, 
all are kept at a parity with the gold monetary unit, which con- 
sists of the value of a fixed quantity of gold. The paper money 
of the country is usually made interchangeable with gold bullion 
in the form of gold bars at one or more central offices. Redemption 
is usually authorized only in substantial amounts, the minimum 
being normally equivalent to several thousand dollars. The im- 
portation and exportation of gold bars is permitted without re- 
striction. The gold bullion standard is, thus, in all essentials, a 
form of the gold standard, although it dispenses with the minting 
and circulation of gold coins, and thereby effects substantial 
economies in the monetary use of gold. 
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Another form of the gold standard without a gold currency which 
has come into prominence in recent years is the so-called “gold 
exchange standard.” Since, however, an understanding of this 
monetary system involves an understanding of the principles of 
foreign exchange, which an^ discussed later (Chapter VIII), our 
study of the gold exchange standard will be postponed until 
Chapter IX. 
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CHAPTER VI 


THE BIMETALLIC STANDARD 
Bimetallism Defined 

Although gold and silver had been used contemporaneously as 
money in different parts of the world for many centuries, true 
bimetallism can hardly be said to have existed prior to the early 
years of the nineteenth century. Previous to that time silver and 
gold had frequently circulated side by side — originally uncoined 
and later in the form of coins — as a sort of dual standard. From the 
dawn of the modern era, however, down to the fore part of the 
nineteenth century, silver was nearly everywhere the prevailing 
commodity money standard, and gold, when used as money, 
usually circulated to a much smaller extent and rather as a highly 
exchangeable commodity at continually varying ratings in terms 
of silver. True bimetallism, moreover, existed in practice for many 
years in the nineteenth century before any thoroughgoing theory 
of bimetallism was worked out. In fact, the theory of bimetallism 
was largely developed out of the controversies over the relative 
merits of bimetallism and the single gold standard that were waged 
in Europe, America and part of Asia during the last third of the 
nineteenth century. 

True bimetallism, in the usual sense of the word, exists when a 
country opens its mints to the free and unlimited coinage of gold 
and silver, at a fixed ratio of equivalence called the mint ratio, 
giving to the coins of both metals (other than the fractional coins 
whose coinage is usually limited) a like standing before the law. 
The coins that enjoy the free coinage privilege are usually made 
unlimited legal tendcT. Although bimetallism under a gold and 
silver bullion standard, without the coinage of either gold or silver 
standard money but with the interconvertibility of paper money 

1 This chapter deals with the theory of bimetallism, while Chapters XIV and 
XV discuss the experiences of France with bimetallism from 1803 to 1873, the expe- 
riences of the United States from 1791 to 1873 and the silver controversy in the 
United States, culminating in the Bryan “16 to 1“ campaign of 1896. The reader 
desiring at this point a comprehensive picture of the bimetallic controversy down 
to the economic crisis of 1929 should read the latter two chapters after reading the 
present one. 
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with gold and silver bullion at fixed rates of equivalence, has never 
existed, such a system is possible and would be entitled to be called 
‘‘true bimetallism.” Just as we can have a gold standard without 
the coinage of standard gold coins, so, likewise, we could have a 
bimetallic standard without the coinage of standard gold and silver 
coins. 


The Compensatory Principle 


The fundamental theory of bimetallism is found in the so-called 
“compensatory principle,’* which may best be explained by the use 
of a hypothe^tical illustration. Let us first consider one country by 
itself, so-called “national bimetallism,” and then a number of 
countries leagued together with the same mint ratio, so-called 
“international bimetallism.” 

Assume that the weights of all gold and silver coins (other than 
fractional coins) are those that existed under our American law 
prior to the monetary legislation of 1933; namely, 25.8 grains of 
standard gold (i.(‘., gold .900 fine) to the dollar and 412.5 grains of 
standard silver (i.e., silver .900 fimO to the dollar. These weights 


would give a mint ratio of 16 to 1 


^because 


412.5 

25.8 



means that anyone taking to the mint standard gold can obtain 
one dollar of gold for each 25.8 grains of standard gold which he 
brings, and anyone, similarly, taking standard silver to the mint 
can obtain a silver dollar for each 412.5 grains of standard silver. 
At these rates an ounce of standard gold would coin into $18.60 

and an ounce of standard silver would coin into 

25.8 grams/ 

\412.5 grams/ 

In order to simplify the illustration, let us assume that the 
United States is one of nine countries in the world — all equally 
important from the monetary point of view. Assume that each 
country has a monetary circulation (in addition to its subsidiary 
and minor coins) of two billion dollars. Assume that four of the 
countries are gold standard countries, each with two billion dollars 
of gold coin (or gold certificates against which 100 per cent gold is 


* The exact ratio they give is 15.9888 to 1. Here, as throughout this illustration, 
slight fractions will be ignored to simplify the illustration. In actual practice, under 
the bimetallic system, calculations must be made very exact, since slight fiuctua> 
tions are often of great consequence in the movement of the two metals. 
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held in reserve); that four of them are silver standard countries, 
each with two billion dollars of silver coin (or silver certificates 
supported by 100 per cent silver reserve); and that one country, 
the United States, is bimetallic, one-half of its standard money 
being gold coin (or gold certificates) and the other half silver 
dollars (or silver certificates). 

Adapting an illustration used by Francis A. Walker, let us 
designate these countries by letter: gold standard, A, B, C, D; 
bimetallic standard, E; silver standard, F, G, H, /. 

Let us assume at the beginning that the market ratio of gold to 
silver is the same as the mint ratio; in other words, that in the open 
market an ounce of standard gold costs just 16 times as much as an 
ounce of standard silver. Anyone, therefore, can bring gold to any 
of the mints in unlimited quantities and receive $18.60 of gold coin 
for each ounce of standard gold, and anyone can take silver to any 
of the mints in unlimited quantities and receive $1.16 for each 
ounce of standard silver; while, in the open bullion market, stand- 
ard gold bullion can be bought for $18.60 an ounce and standard 
silver bullion for $1.16, whether the bullion is paid for in gold coin 
or silver coin. 

If, under these conditions, there should be a great increase in the 
production of gold (without at least an equal increase in the demand 
for gold or a proportionate decrease in the demand for silver) rela- 
tive to the production of silver — such, for example, as took place in 
California and Australia in the middle of the last century — the 
value of gold would fall in terms of the value of silver; in other 
words, the market ratio would decline below 16 to 1. To simplify 
the figures of our illustration, let us make the extreme assumption 
that the market ratio would temporarily decline to 15 to 1. This 
would mean that an ounce of standard gold would exchange in the 
market as the equivalent of 15 ounces of standard silver (or at 
approximately $17.40), but that at the mint it would be received 
as the equivalent of 16 ounces of standard silver (or at approx- 
imately $18.60). Stated in the reverse way, it would mean that an 
ounce of standard silver in the market would be equivalent to one- 
fifteenth of an ounce of gold, while at the mint it would be received 
as the equivalent of only one-sixteenth of an ounce of gold. Inas- 
much as every commodity tends to seek the best market, newly 
mined gold would come to the mint where it was greatly over- 
valued in terms of silver as compared with the open market, while 
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newly mined silver would go to the open market where it was 
greatly overvalued in terms of gold as compared with the mint. 
Furthermore, anyone could buy sixteen silver dollars in circulation 
for sixteen dollars of gold coin and then melt down the silver 
dollars and sell in the silver market the silver bullion thereby 
obtained, at the rate of fifteen silv(‘r dollars in bullion for sixteen 
dollars in gold, making a nice profit on the transaction and repeat- 
ing it over and over again. ^ The existing silver c^oins would thus be 
melted down and the silver would go into the arts at home or 
would be exported; while their place in circulation would be filled 
by new gold coins minted in part from newly mined gold, and in 
part from a heavy importation of gold bullion and of foreign gold 
coins that would be brought into the country to be sold at this 
relatively high mint price for gold. 

The circulation of silver dollars (and/or silver certificates) would 
rapidly decline, and that of gold coin (and/or gold certificates) 
would rapidly increase. Here would be an exemplification of the 
principle of Gresham’s Law, the chc^aper money, gold, driving out of 
circulation the dearer raone}^, silver. 

How long could this process continue? The obvious answer is: 

Until the bimetallic country’s billion of silver dollars were all re- 
placed by gold, at which time the country would find itself on a 
de facto gold standard.” This is true, but this process of replacing 
silver money by gold money would be retarded by two important 
forces; namely: (1) the effet’t on the market value of gold of this 
increasing use of gold money in the bimetallic country; and (2) the 
effect on the market value of silver of the dumping on the silver 
market of the vast quantity of silver coins withdrawn from circula- 
tion and melted down in the bimetallic country. The market ratio, 
which was assumed at the beginning to have gone to 15 to 1, would 

1 W^hy this would be .‘o is easily seen. A bullion dealer could withdraw from 
circulation, say, $1,000 in silver dollars which (subject to allowance for abrasion 
that we shall here ignore) upon being melted down would yield approximately 
859 ounces of standard silver. The market ratio being 15 to 1, the dealer would sell 
that silver in the market at the rate of Vi.-i the mint price for an ounce of standard 
gold ($18.60), which would be $1.24 instead of $1.16, and which would give him on 
the 859 ounces of standard silver sold $1,065, representing a gross profit of approx- 
imately P®r cent on the transaction. From this a few small expenses covering 
abrasion, melting charges, transportation, etc., would have to be deducted. The 
bullion dealer could now repeat the transaction, this time using the $1,065 he had 
received instead of the $1,000 used in the first instance, and this would bring him an 
additional 6^ per cent gross profit, which he could again compound in the same 
way, and so on so long as silver coins continued in circulation on a parity with gold. 
Of course, there would not be one but many playing the game. 
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obviously be raised as the bimetallic country demanded more and 
more gold, and supplied the market with more and more silver. 
The market value of gold would go up and the market value of 
silver would go down. As more gold was taken into circulation and 
more silver thrown out, thc^refore, the ratio would rise toward 16 
to 1, and if it should reach that figure before the bimetallic country 
lost all of its silver dollars, the process would be discontinued, there 
being no longer any profit to bullion dealers in continuing it; and 
the country would still be on th(^ bimetallic basis, although with a 
much larger pt^rcentagci of its money in the form of gold coin 
(and/or gold certificates) than formerly, and a much smaller 
perc('ntag(' in the form of silver dollars (and/or silver certifi- 
cates). 

In the above illustration we have assumed that the market ratio 
originally dropped to 15 to 1, while the mint ratio was 16 to 1. As a 
matt(U’ of fact, such a larger difference would be utterly impossible 
as long as bimetallism were maintained. A drop to 15.9 to 1 would 
be more than sufficient to set the above forces vigorously into 
operation. 

If our bimetallic country could draw in enough gold and throw 
out enough silver to restore the mint ratio before its supply of silver 
dollars was exhausted, we woulel have an example of successful 
national bimetallism. Its ability to do this would obviously depend 
upon: (1) its relative meme^tary strength, namely, the amount of 
gold it ce)uld draw in and the amount of silver it could pay out, 
relative to the^ world’s stocks of these metals, and (2) the strength 
of the outside forces operating to change the market ratio, namely, 
the variations in the proportions of gold and silver produced from 
year to year and the variations in the relative demands for the two 
metals, both for use as money and for use in the arts. 

The process above dt^scribed would be reversed if silver instead 
of gold were^ to b(‘come cheaper; say, as a result of a great increase 
in the production of the white metal or a great decline in the 
demand for it in the arts. If, under such circumstances, the market 
ratio should rise materially above the mint ratio, for example, to 17 
to 1, silver, the cheaper and overvalued metal, would be drawn 
into circulation, and gold, the dearer and undervalued one, would 
be forced out, with the result that an ever increasing proportion 
of the country’s money would be silver dollars (and/or silver cer- 
tificates) and an ever decreasing proportion would be gold coins 
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(and/or gold certificates). This process would continue until either 
the market ratio were brought back to the 16 to 1 mint ratio, or 
all the country's gold money were driven out and bimetallism 
gave way to the silver standard. 

International Bimetallism 

During the great bimetallic controversy of the last three dec- 
ades of the nineteenth century, few economists of standing be- 
lieved that national bimetallism, that is, the maintenance of a 
bimetallic standard by one nation alone, was feasible, although 
many economists of standing believed in the economic soundness 
of the arguments for international bimetallism based upon the 
compensatory principle. Many of these, however, doubted the 
political expediency of even international bimetallism. 

International bimetallism differs from national bimetallism in 
only one important respect; that is, instead of one nation's under- 
taking it alone, several nations are leagued together in a monetary 
union by an agreement according to which each member of the 
union maintains a bimetallic standard at one and the same mint 
ratio as all the others. Of course, the larger the number of countries 
that enter into such a monetary union and the stronger that the 
countries are from the monetary point of view, the stronger will 
be the bimetallic standard they will establish. 

Reverting to our previous illustration of nine countries equally 
strong from the monetary point of view, each with a circulation of 
two billion dollars of standard commodity money, let us assume 
that two of the formerly gold standard countries, C and D, and 
two of the formerly silver standard countries, F and G, join with 
E to form an international bimetallic union at a mint ratio of 
16 to 1. The line-up would then be as follows: 

Gold Standard Bimetallic Standard Silver Standard 

Countries Countries Countries 

A B C D E F G HI 

This would be a powerful bimetallic union and under it bi- 
metallism would be many times as strong as when conducted by 
one country alone. Why this is so a minute's thought will make 
evident. Let us assume that, after this bimetallic monetary union 
is established, an enormous increase in the world’s production of 
gold should occur (the world's production of silver remaining fairly 
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constant). This would make gold cheaper in terms of silver and 
would force the market ratio below the mint ratio, say (again 
using an extreme illustration), from 16 to 1 to 15 to 1. Gold would 
now be the overvalued metal at the mints and, being worth more 
as money than as bullion, would move toward its best market, 
that is, toward the mints of the five bimetallic countries. They 
would all be saying that an ounce of gold was worth sixteen ounces 
of silver, while the markets of the world everywhere else would be 
saying that an ounce of gold was worth only fifteen ounces of 
silver. Conversely, the mints of all five bimetallic countries would 
be saying that an ounce of silver was worth only of an ounce 
of gold, while all other markets in the world would be saying that 
an ounce of silver was worth Jfs of an ounce of gold. In the bi- 
metallic countri(is silver would be worth more as bullion and gold 
would be worth more as money. 

In response to the profit-motivated operations of bullion dealers 
previously described, silver dollars would be melted down and 
thrown on the market, while gold bullion would be drawn into 
the bimetallic countries from the world’s markets and coined into 
money to take the place of the silver coins that were being melted 
down and exported. Note, however, how much stronger would 
be the position of the bimetallic standard here under international 
bimetallism than it was in the case of national bimetallism. In- 
stead of one country withdrawing from circulation quantities of 
the dearer metal, silver, and throwing it on the market to make it 
cheaper and to force the market ratio back to 16 to 1, there would 
now be five countries and they could throw this dearer metal 
out up to the limit of five billion dollars — five times as much as 
under national bimetallism — before the supply would be com- 
pletely exhausted and the bimetallic standard entirely broken 
down. 

Secondly, the league of five bimetallic countries would have 
five times the demand for the cheaper metal, gold, that one country 
alone would have had, and it could now absorb new gold up to 
the maximum limit of five billion dollars before its supply of silver 
would be exhausted. 

Thirdly, in throwing out the dearer and undervalued metal, 
silver, these five bimetallic countries would throw it into a much 
smaller market than would one country under national bimetallism. 
Now, the monetary demand for silver as standard money would 
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come from only two silver standard countries (// and /), instead 
of from four (F, G, H and /), from which it previously came, and 
a given supply thrown on the market would for that reason much 
more quickly depress the price. 

Fourthly, in drawing in the (dieaper and overvalued metal, in 
this instance gold, the d(^mand would be exerted on a much smaller 
supply of monetary gold than before', in this case on the supply 
of only two gold standard countrie's (A and B, instead of as for- 
merly, Aj By C and D). 

This mechanism of shifting the monetary demand of five im- 
portant countries from whiche'ver of thc' two metals at any time 
tends to be de^arer than the other, in te'rms of the' mint ratio, and 
of throwing vast quantities of that metal on the world market; 
and of transferring that mone'tary demand te) the metal which 
tends to be cheaper, there'by abse)rbing fre)m the' world’s market 
into the circulation of the bimetallic countrie's vast quantities of 
the cheaper metal; would tenel at all times to hold the market 
ratio cle3se to the mint ratio. The marke't ratie) would, of (iourse, 
fluctuate now on one side and now e)n the^ othe'r side' e)f the mint 
ratio, but, bimetallists maintain, it could not move very far away 
from that ratio. 

International bimetallism would not be an attempt, as some 
critics claim, to nullify by gove'rnmental actiem the law of demand 
and supply; it would be rather a utilization of that law. By con- 
tinually shifting the* brunt of the memetary demand of the bi- 
metallic countries to the metal which was cheaper, according to 
the mint ratio, and by withdrawing it from the metal which was 
dearer, the mint ratio and the market ratio we)uld be forced closer 
together. Whether a given mint ratio could actually be maintained 
would of course depend upon the strength of thc^ bimetallic forces 
above described, and upon the nearness with which the mint ratio 
chosen approximated the real market ratio. If it were in the public 
interest that the prices of potatoes and rice be kept in a fixed re- 
lationship to each other, and if many millions of people would 
shift from the use of potatoes as their chief vegetable to the use 
of rice when the price of potatoes was above this fixed ratio with 
the price of rice, and if they would shift from rice to potatoes 
whenever the price of rice should be unduly high relative to that 
of potatoes, a comparatively fixed relationship could be main- 
tained (in the absence of any revolutionary changes in the pro- 
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duction of the two commoditiefi) ; provided, of course, that the 
ratio fixed wer(‘ not an unreasonable one. The maintenance of 
such a ratio would be easier, moreover, in the case of gold and 
silver than in the case of potatoes and rice, because, as previously 
pointed out, the annual production of the precious metals is such 
a small percentage of the total supply potentially a\ ailable in the 
market that variations in production from year to year have rela- 
tively little influence on their value. 

The two chief advantages claimed for bimetallism over mono- 
metallism are: (1) it provides a more stable monetary unit and 
therefore (‘liminates or greatly k\ssens the evils of fluctuating 
prices; and (2) it maintains fixed pars of exchange between coun- 
tries on difft'rent metallic, standards. 

Argument that Bimetallism Provides a More Stable 
Monetary ITnit than Monometallism 

(1) Silver and gold, when tied togi'ther so that their values in 
terms of commodities must mov(‘ togetlu'r, give a broadcT mone- 
tary base than does ('ither oiu' of them separatc'ly. The mass of 
value to be influenced is greater. A commonly used illustration of 
this argumtait for bimcjtallism was that of two tanks. It is used 
in a simple form by Jevons in his Money and the Mechanism of 
Exchange. He says: ’ 

“Imagine two reservoirs of water, each subject to independent varia- 
tions of supply and demand. In the absence of any connecting pipe the 
level of the water in each reservoir will be subject to its own fluctuations 
only. But if we open a connection, the water in both will assume a cer- 
tain mean level, and the effects of any excessive supply or demand will 
be distributed over the whole area of both reservoirs. The mass of 
metals, gold and silver, circulating in Western Europe in late years, is 
exactly represented by the water in these reservoirs, and the connecting 
pipe is . . . [the French Bimetallic Law] which enables one metal to 
take the place of another as an unlimited legal tender.^’ 

In further support of this argument, bimetallists point out that 
gold and silver are produced under very different conditions, and 
that as a matter of history the periods of heavy production of one 
metal have often been periods of small production of the other, 
so that there has frequently been an equalizing process that made 
for the stability of a standard based upon the two metals. 


P. 138. 
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The Fixed Par of Exchange Argument 

(2) The service of bimetallism in giving the world relatively 
fixed pars of exchange was a valuable one. It can better be un- 
derstood after we have studied the subject of foreign exchange 
(Chapter VIII). It will be sufficient here to note that, during 
the period of the bimetallic controversy of the latter part of 
the nineteenth century, there were a number of important sil- 
ver standard countries in the world, as well as of gold standard 
countries. In the gold standard countries, the price levels rose 
and fell with the fall and rise in the value of gold, and in the silver 
standard countries they rose and fell with the fall and rise in the 
value of silver. The value of silver and the value of gold were 
frequently moving in opposite directions, and the value of each 
metal in terms of the other fluctuated widely. British prices, for 
example, were quoted in terms of gold and Indian prices in terms 
of silver. The Indian rupee price of a gold standard shilling and 
the British shilling price of a silver standard mpee were con- 
tinually fluctuating and often very widely. This was disturbing 
to the trade between gold standard and silver standard countries, 
and also to the international movement of investments. Under 
an effective system of bimetallism the values of gold and silver 
would be tied together and, if the ratio were, for example, 16 to 1, 
a given weight of standard gold coin in any country would always 
have a value in the international markets of the world approxi- 
mately equal to 16 times the same weight of standard silver coin 
in any silver standard country. This linking together of the 
values of gold and silver, therefore, not only gave bimetallic 
countries approximately fixed rates of exchange between them- 
selves, but gave them fixed pars of exchange with all gold standard 
countries and all silver standard countries, and likewise gave all 
gold standard countries and all silver standard countries fixed pars 
of exchange with each other. This would obviously be a great 
advantage to all in the stabilization of international trade and 
international investments. At the present time this argument is 
of very little weight because the only true silver standard countries 
in the world are Hong Kong and Ethiopia.^ 

A further consideration of the arguments for and against bi- 

* China’s monetary system is very close to being a silver standard, but since the 
Chinese Government in 1934 imposed duties and other restrictions on the exporta- 
tion of silver, China’s currency has not been a true silver standard. 
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metallism will be found in the chapters that deal with the history 
of bimetallism in France and the United States and with the 
subsequent silver controversy (Chapters XV and XVI). 
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CHAPTER VII 


OTHER MONETARY STANDARDS 

In addition to monometallic standards and the bimetallic 
standard, then' are a number of other kinds of monetary stand- 
ards, with some of which the world has had very extensive expe- 
rience, with others only a limited experience, and with still others 
no experience at all up to the present time. A few of these types 
of monetary standards will be briefly studied in this chapter. 

Multiple Standard 

The term “multiple standard^' is frequently used as synony- 
mous with the term “tabular standard.” This, in my judgment, 
is the wasting of a good name on a concept already well named. ^ 

Here the term “multiple standard” will be used rather in con- 
trast with the terms “single standard” and “dual standard.” 
When one commodity, as in the case of gold in France, silver in 
Hong Kong or tobacco in colonial Virginia, is the standard, we 
call it a “single standard,” and, if the commodity is a metal, we 
call it a “monometallic standard.” If two metals tied together 
at a fixed mint ratio constitute the standard, we call it a “bimetallic 
standard”; if two commodities serve as standards at the same time, 
each separately, we call the system a “dual standard”; and, if 
more than two commodities so serve, we should logically call the 
system a “multiple standard.” A multiple standard may consist 
of different kinds of standard metallic money, or of different com- 
modities, or of different kinds of standard paper money, or even 
of several kinds of money belonging, respectively, to two or more 
of these classes. In colonial Virginia, for example, at one time to- 
bacco, Spanish coins and British coins all served as standard money 
at the same time. 

Probably the best examples of the multiple standard in the 
world are to be found in various parts of China. In Shanghai, 
China, for example, in 1929 there existed side by side: (1) ^‘Big 
money,” which consisted of large silver dollars and of paper money 

^ For a discussion of the tabular standard, see pp. 103-107. 
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10-cent and 20-cent pieces, which were divisions of the “big dol- 
lar” and which constituted a silver standard system. (2) “Little 
money,” which consisted of 20-cent and 10-ccnt silver pieces con- 
taining relatively much less silver to the dollar than did the “big 
dollar.” These small denomination coins were not divisions of 
the big dollar, but circulated at from $1.20 to $1.30 to the big 
dollar according to the scarcity or redundancy of the two kinds 
of money. Some kinds of goods were usually quoted in terms of 
big mone 3 % and others in terms of little money. The small transac- 
tions of the market places were mostly carried on with “little 
money” and copper coins. (3) Sycee silver, which consisted of 
silver bullion put up in the form of so-called “shoes” that circu- 
lated by weight, the weight being expressed in various units 
represented by different kinds of so-called “taels.” Large whole- 
sale business transactions were usually effected in terms of silver 
bullion expressed in terms of taels, and the value of each of the 
diffcTont kinds of tac'ls, which was continually changing, was daily 
quoted in terms of big money. Big money, little money and sycee 
silver each represented a variety of the silver standard. (4) A 
large proportion of the petty transactions of the Chinese in Shang- 
hai, as well as in most oth(‘r parts of China, were effected by means 
of copper coin. These coins were minted freely in different parts 
of China and their values tended to vary with the variations in the 
value of copper. They weni practically a copper standard and the 
number of copper cents to the silver dollar varied daily. Each day 
the Shanghai press quoted the number of copper cents which were 
equivalent to a big dollar and a little dollar. In 1929, in Shanghai, 
a little dollar was quoted a good share of the time in the neighbor- 
hood of 320 to 330 cents. In many parts of China today most of 
the transactions in the market places and the pKitty shops are 
effected by means of copper coins on the copper standard. (5) An- 
other kind of money in Shanghai (and other port cities of China), 
introduced in 1930, is the Chinese customs gold unit, which is a 
strictly gold standard unit in terms of which customs duties are 
payable. 

In 1930 all these kinds of money circulated side by side; each 
was quoted daily, at continually changing prices, in the Chinese 
markets in terms of all the others. The “cheaper” money did not 
drive out the dearer,” because no one kind was cheaper. Each 
circulated at its current market exchange value in terms of the 
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other. Obviously, here was not one standard, but many standards, 
namely, a multiple standard/^ 

Dual Standard 

The dual standard exists when currencies on two different 
standards and without any permanent legal value ratio between 
them circulate side by side, each independently of the other at 
market rates varying one with the other. During the seventeenth 
and eighteenth centuries, gold and silver coins frequently circulated 
side by side in this way in Europe. Silver usually dominated, but 
gold was quoted in terms of silver and many transactions were 
effected with gold. In 1919 the writer saw such a dual system in 
full operation in the city of Guatemala in Central America. Here 
the principal money at that time consisted of depreciated bank 
notes — fiduciary standard money — issued by a few local banks 
and circulating in the neighborhood of three to four cents United 
States currency to the peso. Along with them there circulated 
large quantities of United States money, the peso value of the 
United States dollar varying from day to day and the exchange 
rate being regularly quoted in the daily press. In buying goods, 
one could pay in one or the other money as he desired at the cur- 
rent market rate of the day. In the early days of the American oc- 
cupancy of the Philippine Islands and of Puerto Rico, there existed 
such dual currencies, the local silver standard or fiduciary stand- 
ard money of the country circulating side by side with United 
States gold standard money. 

Multiple and dual standard currency systems are inconvenient 
and confusing, and are not to be advocated. They often exist for 
short periods of time during the transitional periods from one 
currency to another. They have played an important r61e in 
monetary history and the manner in which they have functioned 
throws light on a number of controversial questions in monetary 
theory.^ 

Fiduciary Money Standards 

Fiduciary money standards have played an important r61e in 
the world’s monetary systems — in fact, nearly every country in 
the world has experimented with them — and at this writing (1935) 

' Cf., Kemmerer, E. W., Modern Currency Reforms, pp. 171-177, 279-290 and 324- 
346. 
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most of the leading countries of the world are on fiduciary paper 
money standards. Under a fiduciary money standard, the stand- 
ard unit of value consists of a monetary unit whose value is sub- 
stantially greater than the value of the material of which the unit 
is made, and varies, for the most part, independently of variations 
in the value of that material. The unit of value may be embodied 
in a coin or in paper money. In both cases the underlying principle 
determining the value of the money unit is the same, namely, the 
so-called principle of monopoly value. The nature of the fiduciary 
standard can, perhaps, best be explained by reference to the fidu- 
ciary coin standard. 

A good example of a fiduciary coin standard is the Indian rupee 
from the closing of the Indian mints to the free coinage of silver 
June 26, 1893, down to the virtual establishment of a 16d. gold 
par in 1899. As previously explained (pp. 26-29), during this 
period the supply of money in India was kept fairly constant and 
as the demand for money increased during a considerable part of 
this period, with increasing population and increasing business, 
the value of the money unit rose. Although the silver rupee was 
not redeemable in gold during this period, its money value as meas- 
ured either by sterling exchange rates or by commodity prices, 
rose far above the bullion value of its silver content, and fluctu- 
ated for most of the time without appreciable regard to the fluctu- 
ations in the value of silver. During these years the rupee was 
not a silver standard coin, because its value did not vary with the 
value of silver as it had previous to the closing of the Indian mints; 
nor was it a gold standard coin for its value did not depend upon 
the value of gold or vary with the value of gold as it came to do 
later. It was a case of scarcity value. As the amount of business 
to be done increased, while the supply of rupees was kept down, 
the gold value of the rupee rose and commodity prices fell. This 
was true, although for most of the time the gold value of the silver 
content of the rupee was falling; and for part of the time the 
world value of gold itself was rising. 

There is no evidence that the vague prospects that the rupee 
would at some indefinite future time be given a fixed gold value of 
16d. materially affected the money value of the rupee during the 
greater part of the period 1893 to 1898.' 

1 A more detailed account of India’s experiences with the hduciary standard at 
this tiniA is given in the author’s book on Modem Currency Reforms, pp. 36-71. 
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Prospectively Convertible Fiduciary Standard Money 

Prospects for future convertibility, however, may be elements 
in the demand for fiduciary money that affects its value. Such 
prospects may affect the acceptability of money among some 
people, and therefore the extent of its use and the rate of its 
turnover. Prospectively convertible fiduciary standard coins can- 
not depreciate in value materially below their present worth as 
an investment, according to the estimates of the market, just as 
they cannot, in a free and open market, depreciate materially 
below the bullion value of their constituent material. In the latter 
case, they would cease to be money through being melted down 
and sold as bullion, and, in the former, they would cease to func- 
tion as money through being withdrawn from circulation and held 
as an investment. The point will be made clear by the following 
illustration. 

Assume that a country adjoining the United States, say Mexico, 
has a monetary circulation consisting entirely of silver coins and 
of silver certificates (against which silver coins, dollar for dollar, 
are kept in reserve) ; assume that all coins contain of an ounce 
of pure silver to the dollar; that the silver standard prevails with 
free and unlimited coinage of silver, that the gold price of silver 
bullion in the United States is ruling at about $1.00 an ounce, 
and that the Unit(^d States is on the gold standard as it prevailed 
prior to March, 1933. Under such circumstances, the Mexican 
dollar would be worth approximately 75 cents United States gold. 
At this stage assume that Mexico decides to adopt gradually the 
gold standard, as India did from 1893 to 1899, and, to this end, 
closes her mints to all further coinage, limiting her monetary circu- 
lation absolutely to the circulation of the date on which the mints 
are closed. Assume that on closing the mints the Mexican Govern- 
ment announced that, beginning five years hence, the Government 
would make all sih^er coins convertible into new Mexican gold 
standard coins on demand, the new gold standard coins to be of 
the same weight and fineness as the former gold coins of the 
United States. 

If the population of Mexico should grow rapidly during these 
five years and if business should increase greatly, the gold value 
of the Mexican dollar would rise above 75 cents of United States 
gold coin, under the pressure alone of an increasing demand for 
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money against a constant supply. Even were the gold price of 
silver to fall, during this period, far below $1.00 an ounce and 
were the promise of future convertibility to be revoked, such an 
increasing demand against a constant supply would force up the 
gold value of the Mexican silver dollar (assuming the value of 
gold itself to remain stable) and would forc(‘ down the Mexican 
commodity price level. The gold value of the Mexican dollar 
might in this way (naai be forc(‘d up ])eyoiKl the value of a United 
States gold dollar and AnK'rican exchange in Mexico go to a dis- 
count. 

If the Mexican Government should agre(‘, however, to give 
new silver dollars on dcanand at any timci for Unitc^d States gold 
coins or their gold bullion ec|uivalent, dollar for dollar, the Mexi- 
can dollar would not rise appreciably in its gold value above a 
llnit(‘d States gold dollar, because^ tht^ supply of Mexican dollars 
could be increased indefinitely, after this point were once reached, 
l)y the presentation of gold. 

If, on the other hand, immediately after the mints were closed 
and the promise' of n'demption in gold five years hence was made, 
there should occur a strong business reaction in Mexico with a 
consequent great decline' in the' ele^mand fe)r meme'y, the^ gold value 
of the silver dollars would tend to depre'ciate, and, if it became 
less than the gold value e)f the' silver bullion in the dollar, these 
silver dollars woulei be^ melte'd down. 

Under these circumstance's, what limit, if any, would there be 
to the possible depre'e*iation of these dollars, assuming that no 
restrictions were placed upon their being melte'd or exported? 
Obviously, there we)uld be two posvsible lower limits, and de- 
preciation could not go appreciably b(3low whichever of the two 
was at that particular time the higher. These limits would be: 
(1) the gold value of the bulliem conte^nt of the dollar in the local 
market; and (2) the investment value of the Government's promise 
to redeem the silver dollars in gold in the future. 

If two years after the mints were closed the gold price of an 
ounce of fine silver fell to 60 cents United States currency, the 
Mexican silver dollar could not depreciate in its gold value appre^ 
ciably below 45 cents United States currency, because it would be. 
worth approximately that amount melted down as silver bullion. 
On the othc'r hand, if the Mexican Government's promise to re- 
deem in gold at a date now only three years distant were con- 
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sidered by the market to be absolutely good, and if the market 
rate of interest in the community on an investment of that kind 
and estimated degree of safety were 5 per cent, the Mexican dollar 
could not depreciate below the present worth at 5 per cent of a 
promise to pay one gold dollar three years hence, which, at inter- 
est compounded semi-annually, would be approximately 86 cents 
United States gold. If it should fall below this gold value, anyone 
withdrawing Mexican dollars from circulation at such a low value 
and holding them for three years would presumably realize upon 
his investment more than the current market rate of return 
(assumed to be 5 per cent). Dollars would accordingly be quickly 
withdrawn for investment purposes until the decrease of the 
supply in circulation should force their gold value up to at least 
this investment value minimum. In other words, the supply of 
money would be reduced relative to the demand and the value 
of the money would rise. 

If the value of the bullion content of the dollar should be higher 
than the investment value, that bullion content value would de- 
termine the lower limit of possible depreciation and, if the invest- 
ment value should be the higher, that would determine this limit. 
Neither of these factors, however, would fix an upper limit to 
the possible appreciation of the silver dollar and it is perfectly 
possible that the monetary demand might be so strong as to raise 
the money value of the Mexican silver dollar in terms of gold and 
commodities so far above either the bullion value or the invest- 
ment value that neither of these values would exercise any influ- 
ence whatsoever upon the value of the silver dollar. They might 
merely fix lower limits to the possible depreciation of money 
which had actually appreciated far above those limits and of 
whose future depreciation the public had no fears. 

Rarely is there a definite promise to redeem a fiduciary money 
upon and after a certain definite future date, although in most 
fiduciary monetary systems future redemption has been expected. 
The investment value in such cases is determined by the varying 
estimates of the market as to the time and conditions of redemp- 
tion. This estimated investment value of the market may or 
may not be a factor in determining the purchasing power of the 
money. If it is, its influence is made effective through decreasing 
or increasing the supply of money in circulation. 

The principles underlying the circulation and value of fiduciary 
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standard paper money are essentially the same as those just ex- 
plained for fiduciary standard coin, except for the fact that the 
paper money possesses no value in the substance of which it is 
made corresponding to the bullion value of fiduciary coins. In 
the case of all kinds of fiduciary standard money future deprecia- 
tion or appreciation is sometimes discounted. If the public antici- 
pates a decline in the value as a result of prospective new issues 
or for other reasons, it attempts to pass on its money to others 
by increased purchases of commodities, gold bullion and ex- 
change before the decline takes place. This increases the rate of 
monetary turnover and hastens the depreciation. The opposite 
takes place when a sudden rise in value is expected. 

In later chapters some historical examples of fiduciary paper 
money standards will be considered (Chapters X~XIII). At this 
writing, with the widespread breakdown of the gold standard, 
fiduciary standards exist in most of the countries of the world. 
The term managed currency,^^ so widely used today, usually 
(though not necessarily 0 refers to a fiduciary money standard. 

The Depressed Value Coin Standard 

Another kind of standard of which monetary history contains 
a few examples, all of brief duration and for periods of temporary 
currency maladjustment, is what we may call for lack of a better 
name ‘‘the depressed value standard.^^ This is the opposite of a 
fiduciary standard, where the value of the monetary unit is main- 
tained above the value of the bullion of which the unit is made by 
keeping the money supply relatively scarce. Here there Ls a 
superfluity value instead of a scarcity value. Ordinarily, for ex- 
ample, when the value of the silver bullion in a silver dollar be- 
comes worth more in the open market than the dollar itself is 
worth as a coin or when the value of the gold in a gold dollar be- 
comes worth as bullion more than a dollar of gold coin is worth, 
the coins are melted down or exported, and this melting or expor- 
tation reduces the monetary supply and thereby raises the value 
of the dollar as money to parity with the market value of its 
bullion content. It sometimes happens, however, that govern- 
ments, in order to prevent their coins from being melted or ex- 

* In modern times even gold standard currencies are nearly all more or less 
managed through central bank operations such as changing discount rates, “open 
market operations" and the manipulation of exchange funds. 
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ported at such times, impose heavy penalties on melting or expor- 
tation and thereby maintain the monetary supply at an artificially 
high level. ^ A good example of such a depressed value coin stand- 
ard is the experience of the Union of South Africa from 1917 to 
1920. 

On July 9, 1917, a law went into effect in the Union of South 
Africa prohibiting the use of gold other than as currency, and on 
August 28, 1917, an Executive Proclamation was issued prohibit- 
ing, with certain qualifications and except with the permission of 
the Controller of Imports and Exports, the exportation of gold in 
the form of coin, bullion or ornament. Meanwhile, the gold sov- 
ereign continued to be the monetary unit of the Union of South 
Africa, gold coins continued to circulate freely, and the' paper 
money of the country, although it was being issued in very large 
quantities, continued to be convertible on deunand in gold sov- 
ereigns. However, since the exportation of gold coin was rigidly 
restricted — although there was considerable smuggling out of the 
country — gold coin was dammed up in the country and not per- 
mitted to flow out into the world markcit. Its value in the Union 
of South Africa was artificially depressed, and with it the value of 
the other kinds of money, which were being maintained at a parity 

^ An experience of this kind in the Philippine Islands in 1906 has already been 
cited (p. 30). Another atriking illustration of the principle was encountered by the 
author in Mexico in 1917. 

During the autumn of 1917 in Mexico there circulated freely throughout the 
Republic, at par with Mexican gold coins (whi<!h at that time were circulating at a 
scarcity value), silver half pesos, and fractional silver coins of lower denominations. 
The principal silver coin in Mexico was the tostonc or half peso. On September 20, 
1917, two tostones in Mexico circulated everywhere as the equivalent of one gold 
peso, but the silver they contained was worth in the Now York silver market at the 
current market i)rice of .silver 70 cents of United States money. Here then was a 
situation in which silver coins containing 70 cents’ worth of silver were circulating, 
peso for peso, as the equivalent of gold coins containing approximately 50 cents’ 
worth of gold and which were them.selves circulating at a value equivalent, according 
to New York exchange rates, to approximately 56 cents gold. Just as the gold coins 
could not depreciate to their bullion value because they were so scarce, their supply 
being strictly limited, so the silver coins could not appreciate to their bullion value 
because they were so plentiful, their melting down or exportation being prohibited 
under heavy penalties. Their supply could not be reduced and so they cinmlated 
at the value determined by demand .and supply, with little or no regard to the value 
of their bullion content. Of., The American Economic Review, Supplement of 
March, 1918, pp. 258-262. 

Both the Philippine experience and the Mexican experience cited here show how 
money may have a superfluity value as well as a scarcity value; bAt in the Philippine 
instance the money possessing this superfluity value was not the standard money, 
and in the Mexican case silver coins possessing a superfluity value circulated along 
with gold coins having a scarcity value, and the standard itself was really a fiduciary 
gold coin standard. While the two experiences, therefore, illustrate well the nature 
of superfluity value, they are not examples of a depressed value coin standard. 
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with gold coins. Professor C. S. Richards of the University of the 
Witwatersrand of the Union of South Africa says concerning this 
experience : 

“Throughout 1919 the banks were agitating for the Government to 
issue a proclamation making their notes inconvertible, for during all this 
time, owing to the continuous depreciation of paper due to its ovei -issue, 
the banks had been increasingly called on to honour their promises to 
pay, and the sovereigns thus obtained were smuggled abroad and sold 
for more than the foreign currency equivalent of a South African pound. 
In order to meet this demand for sovereigns the banks were obliged to 
buy raw gold in London at a ])remium, that is, paying more than a 
South African pound for each 113 grains, and getting it coined in the 
usual way at the Ijondon mint. In other words, the j^enalty which they 
had to pay for issuing too much })apcr was that they had to buy a certain 
number of sovereigns at 26s. or 28s. and pay them out at 20s. The ex- 
change position was also naturally affected.” ^ 

Here, th('. monetary unit did not consist of a fixed quantity of 
gold in a fn^e market, but of a gold coin whose value was de- 
pressed by ex(;(\ssive issue of convertible paper money accom- 
panied by restrictions on the exportation of gold. Its value was 
far below the bullion value of its gold content in a free market. 
Here was a clear case of a depressed value coin standard. 

The Tabular Standard 

The tabular standard is a device for giving a stable standard of 
value for the payment of debts, particularly long-time debts. It 
Ls concerned directly only with the standard of deferred payment 
function of money, and may be employed while any other kind of 
monetary standard is serving for the medium of exchange. 

Suggestions for the use of some standard, other than the medium 
of exchange standard, for deferred payments have been made from 
time to time over a period of centuries by writers on economic sub- 
jects. Most of the earlier suggestions for such a different stand- 
ard contemplated the use of only one commodity. Adam Smith 
thought that he had discovered in labor a stable standard of de- 
ferred payments. Labor, he said, never varying in its own value, 
is alone the ultimate and real standard by which the value of all 
commodities can at all times and places be estimated.” Smith 
realized to some extent, however, the practical difficulties in the 

‘ Report submitted by Edwin Walter Kemmerer and Gerard Vissering on The 
Resumption of Gold Payments by the Union of South Africa, p. 537. 
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way of employing in current business such an abstract standard, 
for he said later: 

. thecurrentpricesof labour at distant times and places can scarce 
ever be known with any degree of exactness. Those of corn, though 
they have in few places been regularly recorded, are in general better 
known and have been more frequently taken notice of by historians and 
other writers. We must generally, therefore, content ourselves with 
them, not as being always exactly in the same proportions as the current 
prices of labour, but as being the nearest approximation which can 
commonly be had to that proportion.” 

Accordingly, he measured the variations in the value of silver by 
fluctuations in the price of grain, being convinced that over long 
periods of time the value of grain was the more stable of the two. 

As a result of such causes as the impairment of coins through 
clipping, plugging and sweating, debasement of the unit of value 
by governments and wide fluctuations in the value of silver and 
gold, we find that in the seventeenth and eighteenth centuries 
resort was occasionally made to some other commodity than gold 
and silver as a standard of deferred payments. For example, an 
act of Parliament in 1576 (18 Elizabeth, cap. 6) declared that 

“For the better maintenance of learning and the better relief of scholars 
in the Universities of Cambridge and Oxford, and the colleges of Win- 
chester and Eton. ... no Master or chief ruler of any college . . . after 
the end of this present session of Parliament, shall make any lease for 
life, lives, or years, of any farm, or any their lands, tenements, [etc.] . . . 
except that the one-third part at the least of the old rent be reserved 
and paid in corn for the said colleges . . . that is to say, [paid] in good 
wheat after six shillings and eightpence the quarter or under, and good 
malt at five shillings the quarter or under, to be delivered yearly, ...” 

Subsequent to that time the price of wheat rose greatly with the 
result of making those colleges far richer than they would other- 
wise have been, the rents and endowments expressed in money 
having sunk to a fraction of their ancient value. ^ 

In the latter part of the eighteenth century and the fore part of 
the nineteenth, we find a number of economic writers referring to 
the use of a group of commodities, instead of money or one com- 
modity, as a standard for long-time debts. One of the clearest of 
these early statements was that of G. Poulett Scrope in 1833.* 
Scrope called his plan a tabular standard, and in describing it laid 

* Jevona, W. Stanley, Investigations in Curreruyy and Finance, pp. 92 and 93. 

* Principles of Political Economy, p. 406. 
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down all the essentials of the tabular standard as it is understood 
today. 

The plan, broadly speaking, is to have prepared by the govern- 
ment an official index number of prices of a group of staple com- 
modities. This index number should be published at short inter- 
vals, say, weekly or monthly. The law would then permit or 
require time contracts calling for the payment of money to be ad- 
justed on the basis of these index numbers. If, for example, the 
index number should rise from 100 January 1, 1933, to 125 Janu- 
ary 1, 1938, a loan for $1,000 contracted on the former date and 
due on the latter would call for a payment of $1,250 (in addition 
to interest) on Januar}^ 1, 1938, because, according to the index 
number, it would require $1,250 on the latter date to buy the same 
quantity of the commodities covered by the index number as 
$1,000 bought when the contract was made five years before. 
The borrower, in other words, would be paying to the lender 
25 per cent more dollars than he borrowed, but the same pur- 
chasing power in terms of the official index number. If the index 
number, on the other hand, should fall during the five years from 
100 to 80, the borrower would cancel the principal of his obliga- 
tion at maturity by the repayment of only $800. The amount of 
interest due periodically would also be adjusted on this index 
number basis. 

We have had in this country at least two actual experiences in 
the use of such a standard, although rather crude ones. The two 
experiences w(ire in Massachusetts during the eighteenth century 
and were the outcome of evils arising from depreciated paper 
money. The first of these was with Governor Shirley's so-called 
‘^equity bills of 1742," and the second was with the so-called 
“Massachusetts depreciation notes of 1780." ^ 

Advantages of Tabular Standard 

The two chief advantages of a tabular standard are: 

(1) It would assure a more stable income in purchasing power 
to persons and institutions having funded incomes, such as interest 
on bonds and mortgages, dividends on preferred stock, pensions 
and annuities. To such people and institutions the rising cost of 

^ The reader interested in these interesting experiments with the tabular standard 
will find a detailed description of them in an article written by Willard C. Fisher, 
“The Tabular Standard in Massachusetts History,” Quarterly Journal of Economics, 
Vol. XXVII (1912-1913), pp. 417-461. 
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living would have its teeth drawn. The purchasing power of their 
principal and income would be comparatively constant. 

The purchasing power income of life insurance would likewise 
be stabilized, and a man w’^ho took out insurance for the protection 
of his family would be freed from the prc'sent danger that is so 
discomforting that an amount of insurance that ma.y seem ade- 
quate when taken out may prove altogether inadequate when paid 
to the beneficiaries, b(H*ause of b(‘ing whittled away ^^ear by year 
through a possible depreciation in th(^ value of the monetary unit. 

(2) It would tend to lessen the freqiK'iicy and the severity of 
economic crises and depressions. Under present conditions, a dfv 
preciating dollar, as expressed in rising prices, unduly stimulates 
industr}^, increases demand for capital, and l(‘ads to ('xcessive 
speculation, which in turn leads to collapse and panic. Then come 
periods of liquidation, stagnation and nwljnstmeiit, followed by 
overexpansion, again culminating in ov(‘rspeculation and panic. 
On the other hand, when the dollar appreciat(\s and prices fall, 
the debtor classes are burdened, busin(‘ss is depn^ssed, and there 
follow long periods of comparative stagnation in business enter- 
prise. Under the tabular standard thes(' alternate periods of fever 
and chills would tend to becomt^ of less importanc*e. When prices 
fell, the debtor would pay less dollars in settlement of his d(^bts, 
and the creditor would nc'ed less. When prices rose, the creditor 
would receive more dollars in paymcmt of his credits, and the 
debtor would be able to pay more. 

Defects of Tabular Standard 

(1) The tabular standard is more complicated and cumbersome 
than any of our pr(\sent monetary standards of deferred payments, 
and cannot be so n’adily understood by the masses of the people. 
The use of such a standard in long-tinu? contracts has Ixhui possible 
for many years, since there have existed in this country and in 
most other advanced countries carefully prepared price index 
numbers readily available to the public. There is nothing, for 
example, to prevent men today from making loan contracts agree- 
ing that, at the maturity of the loans one or more years hence, the 
number of dollars shall be repaid that, according to the Bureau 
of Labor Statistics index numbers of wholesale prices, shall then 
have the same purchasing power over commodities as that pos- 
sessed by the amount loaned when the loan was made. And yet, 
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despite the recognized evils of rapidly rising and rapidly falling 
prices as concerns the equities between debtor and creditor in 
long-time contracts, very few, if any, such contracts have been 
made in recent times. 

(2) A second difficulty is that it would cause confusion and 
hardship in setting a different standard for long-time; cr(;dits from 
that used in cash transaf;tions and short-time credits. A manu- 
facturer who was selling his products for cash and providing his 
capit al by borrowing money on tabular standard contracts would 
fn^quently experience gr(*at difficulties in meeting obligations which 
he could not calculate; in advance. Imagine the; difficulties of rail- 
re)ael companies if the\y were; compel lexl to pay the;ir bonds on a 
tabular stanelard basiSf while their incomes came mostly in cash, 
anei their freight, and passenger rate's were controlled by govern- 
ment commissie)ns. It wemld be difficult to fix wagers on a tabular 
basis, and, if they were not so fixed, the lal)oring man whose mort- 
gage was fix(;el e)n such a basis wemlel suffer when the; price index 
number was rising rapieily, and benefit when it was rapidly falling. 
His wages would usually lag be;hind the;se price movements both 
on the rise and the fall. The compulsory adoption oi this plan 
for long-time de'bts woulel probably bring into business a larger 
amount of uncertainty, risk anel confusieni than it would ediminate. 

(3) A third difficulty concerns the relations of the trade of the 
tabular standarel country with other countries. The adoption 
of a tabular standard in the United States, for example, if 
Europe were on the gold standard, would bring an element of 
uncertainty and risk into our foreign trade, foreign credit and 
debit relations and the international exchange's. To be broadly 
successful the tabular standard would need to be adopted by all 
the leading (;ommercial nations of the world, on the basis of an 
international agreement, and an international index number would 
need to be agreed upon. At present there is not the remotest 
prospect of any such action being taken. 

If anything ever comes of the tabular standard, it is likel}" to 
develop out of the gradual but optional adoption of such a standard 
in individual contracts. There is no tendency in that direction at 
the present time. In saying this, however, it is not meant to imply 
that general price index numbers may not some day become im- 
portant factors in regulating the value of the standard monetary 
unit. That is another story. 



108 


MONEY 


The Commodity Dollar ^ 

The concept of a “commodity dollar'^ in the sense in which 
the term is usually employed today has been suggested from time 
to time over a period covering more than a hundred years. 

The American astronomer, Simon Newcomb, suggested a com- 
modity dollar plan in 1879, and an Englishman, Aneurin Williams, 
worked out such a plan in considerable detail twelve years later. 
Little attention, however, was given to these early proposals. 
Irving Fisher formulated a commodity dollar plan independently 
in 1911 and he, more than anyone else, is responsible for the sub- 
sequent development of the plan and for arousing public interest 
in it. Although a number of varieties of the commodity dollar 
plan appear in present-day discussions, the plan as developed by 
Fisher in his book on Stahilizing the Dollar is the one that is best 
known. It is the plan considered in this chapter. The formulation 
of the plan runs briefly as follows. 

A Plan to Give the Dollar a Fixed Value 

Our present unit of weight is a fixed weight, the pound; our 
unit of length is a fixed length, the foot; and our unit of content 
is a fixed content, the quart. But for our unit of value prior to 
1933, when we were on the gold coin standard, we used not a 
fixed value, but whatever value happened to attach at the time 
to a fixed weight of gold, namely, to 23.22 grains of pure gold, which 
was the gold content of the dollar. Since the value of gold is con- 
tinually changing under the impact of world forces of demand and 
supply, our gold unit of value was not fixed but variable, and this 
instability in the value of our monetary unit was a serious defect. 

To meet this difficulty the commodity dollar plan provides that 
the weight of the dollar shall be changed from time to time, with 
the object of making the dollar always buy approximately the 
same quantity of goods; in other words, of giving it a fixed value 
or purchasing power. To the minds of the advocates of the com- 
modity dollar it is a misnomer to call it a “rubber dollar.^’ In 
fact, their object is to transfer “the rubber “ from the value of the 
dollar, which is its most important quality, to the weight, which 
in itself is comparatively unimportant. 

* This discussion of the commodity dollar is a reproduction, with some revi- 
sion, of the chapter on this subject contained in the author's book, Kemmerer on 
Money, Second Edition. 
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The commodity dollar at the beginning would be made equivalent 
to a certain weight of gold. It would not be coined, but would cir- 
culate in the form of notes which would be convertible on demand 
into varying amounts of gold bullion known as “the bullion dollar/^ 

How THE Value of the Commodity Dollar Would Be 
Determined 

The government would maintain a price index number covering 
the principal commodities in our economic life. At stated regular 
intervals, perhaps every two months, this index number would 
he published. When it rose, the weight of the bullion dollar would 
be increased, and when it fell, the weight of the bullion dollar 
would be decreased. For example, if the plan were inaugurated 
with a bullion dollar ot 23.22 grains of gold, and if at the end of 
the first two months the price index number was found to have 
risen from 100 to 101, so that it would then require $101 to buy 
the same composite group of commodities that could have been 
bought by $100 two months bc'fore, the bullion dollar would be 
increased in weight, say, by 1 per cent, or from 23.22 grains of 
pure gold to 23.452 grains, and all bullion dollar notes would now 
become convertible into a bullion dollar of this increased weight. 
If at the end of the next two months the commodity price index 
number showed another advance, the weight of the bullion dollar 
would again be increased and this process would be continued 
every two months until the advance in commodity prices was 
checked and the price index number was forced back to 100. On 
the other hand, whenever the commodity price index at the end of 
any two-months period was found to be below 100, the weight of the 
bullion dollar would be decreased, and a reduction would be made 
every two months until the index number was forced back to 100. 

“ How can we know/' asks Fisher, “that if the index number is one per 
cent above par, a one per cent increase in the weight of the gold dollar 
will he just sufficient to drive the index number back to par? The answer 
is we do not know, any more than we know, when the steering wheel of 
an automobile is turned, that it will prove to have been turned just 
enough and not too much." 

If the first correction is not enough or if it is too much, the index 
number when next computed will tell the story, and the necessary 
corrections will be continued every two months until they accom- 
plish their purpose. 
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The government would purchase gold bullion, paying for it by 
bullion dollar notes at its reserve fund offices at the rate of one 
bullion dollar note for each bullion dollar, and, on the other hand, 
it would sell bullion dollars on demand for bullion dollar notes at a 
price slightly higher than a one-dollar note for one bullion dollar. 
This difference between the government\s ])uying rate for bullion 
dollars and its selling rate, which it is proposed at the beginning 
should be 1 per cent, is intended to pre\^ent dangtTOus sp(H*ulation 
in gold in anticipation of a rise or fall in th(' gold content of the 
bullion dollar. The requirement that the weight of the bullion 
dollar should not be raised or lowered more than 1 per cent at a 
time is intended t-o prevcnit excessive^ s[)(‘culation in gold in an- 
ticipation of a rise or fall in the gold content of the bullion dollar. 
This 1 per cent charge, Fisher maintains, would eat up all the 
profits a speculator might otherwise expend t to make by buying 
gold from the government just before an anticipated reduction 
in the size of the bullion dollar and selling it back after the reduc- 
tion; or by selling gold to the government just before an antici- 
pated rise in the bullion dollar and buying it back after the rise. 
Fisher believes that the expenses and risks involved in any ex- 
tensive speculation in bullion dollars for a longer period than two 
months would not be justified by the probabk? gain. 

Criticisms of the Plan 

Since Fisher first put forth his plan in 1911, there has been a 
large amount of controversy over it. It has been vigorously assailed 
by economists in this country and in p]urope and has been ably 
defended by Fisher and by a number of other economists. The 
plan has been modified from time to time to meet objections that 
have been raised. A detailed and critical presentation of the ob- 
jections to the plan is impossible within the limits of this book. 
I shall confine myself, therefore, to a brief summary of what I 
believe to be the principal valid objections to the plan. 

A Long Period of Rising Prices Would Dangerously 
Deplete the Gold Reserve 

The ratio of the bullion dollar reserve to the volume of notes in 
circulation would continually decline during periods when the 
commodity price level was tending upward, for, as the weight of 
the bullion dollar was increased, the number of bullion dollars 
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represented by the gold reserve existing at the time the increases 
were made would decline. Experience has shown that rising prices 
may continue over long periods of time. Furthermore, the price 
advances that would need to be checked might often be very pro- 
nounced from year to year, or even from month to month. Our 
wholesale prices kjvel, for examples, rosf^ almost continually from 
1896 to the summer of 1920, reaching a maximum in May, 1920, 
of 260 per cent abov(‘ that of th(' year 1896. Within that period 
ther(^ were at k^ast thre(^ months in whi(;h the monthly rise was 
6 per cent or over and at least six months in which it was over 
4 per cent. Of course, the opposite would take place when com- 
modity prices were falling and the weight of the bullion dollar 
was benng progressively reduc(‘d. 1lien the percentage reserve 
would be iiune^ased. 

Speculation in Gold Would Tend to Defeat Plan 

A second obje'ction that has been frequemtly urged is that, at 
times wIk'ii the commodity price level was tending strongly up- 
ward or downward, the' plan would give rise to h('avy speculation 
in the bullion dollar that would render impossible the price ad- 
justments sought. Th(^ proposc'd difference; of 1 p(;r ce'iit between 
the; geivernment ’s buying anel selling price; for the bullion dollar 
and the restriction of changes in the price to 1 pe'r cent every two 
months we're ince)rpe)rated in the plan to meet this difficulty, but 
it is ve'iy doubtful if the'y woulel prove e;ffe‘e‘tive; at time;s when the 
commodity price level was tending strongly in one direction or 
the' either ove'r substantial pe'rieids This difficulty is eliscussed 
at some; length by Dr. B. M. Andc'rson in his article, “On the 
Practical Impexssibility of a Commodity Dollar,’^ publishe'd in the 
Chase FJconoinic Bulletin of Dece'mber 13, 1933, from which the 
folleiwing epieitation sheiws the gene'ral line of reaseming: 

“We take first the case of falling prices. We shall assume that prices 
have fallen 2 or 3 per cent and that the tendency is still downward, so 
that we can confidently exjiect that for the next two or three months 
the redeeming authority will progressively lighten the gold content. 
Will not foreigners withdraw their money from our markets, turning 
their cash in American banks into gold in order to avoid the loss of 2 
or 3 per cent which they can clearly anticipate? Will not speculators 
rush to turn in their dollars for gold, anticipating that at a later time 
they can turn back the same gold to the redeeming authority and get 
more dollars for it? Will not everyone, who has foreign payments to 
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make, hasten to purchase foreign exchange, thereby increasing the 
foreign drain upon our gold? And will not all of these transactions 
operate to reduce the money supply of the country — since it is by turn- 
ing in paper money that the gold is obtained from the central authority? 
And will not all these operations withdraw money from bank reserves, 
tightening the money market, raising rates of interest on short loans, 
reducing the credit available for the carrying of commodities and 
securities? But is tightening the money market the correct procedure 
when one wishes to raise prices?” 

Commodity Dollar Would Bring Great Instability into Our 
Foreign Trade 

If the plan were a national one, in effect only in the United 
States, its operation would bring a large element of uncertainty 
and speculation in all of our foreign trade. Fluctuations in ex- 
change rates between the United States and other countries would 
be wide. From the standpoint of foreign commerce, we would 
be in much the position of a country like China a few years ago, 
which was on the silver standard when most of the rest of the 
world with which it carried on trade was on a gold standard. This 
difficulty would be largely overcome if the plan were adopted, on 
the basis of an international price index number, by all the leading 
commercial nations of the world, but the prospect of such an in- 
ternational adoption is exceedingly remote. Twenty-one years 
ago, in answering this and other criticisms of the plan, Fisher 
said: ^ 

am sure I am under no illusions as to the possibility of the early 
adoption of any plan to standardize the dollar. This may require 
centuries ...” 

On the other hand, if the plan were made international in scope, 
changes in the bullion content of the commodity dollar would 
affect prices much more slowly than under a purely national 
system. The reason would be that foreign trade among the nations 
concerned would not be materially affected by changes in the gold 
content of the dollar, through the stimulus to exports and the 
retardation of imports that a reduction in the gold content of the 
dollar would cause under a purely national system, and through 
the stimulus to imports and the retardation of exports that an 
increase in the dollar’s gold content would cause.* 

* The American Economic Review, Supplement, March, 1913, p. 46. 

* Infra, pp. 136-139. 
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Powerful Psychological Factors That Affect Price 
Movements Are Ignored by Plan 

Perhaps the most weighty objection to the plan is that it in- 
volves a highly mechanistic theory of the relation of money and 
bank credit to prices, and in doing so underestimates the great 
influence of changing human emotions, feelings and prejudices, 
hopes and fears on the movements of our commodity price level, 
particularly in periods of economic and political stress and strain. 

In Chapter IV it was pointed out that the price level was the 
resultant of the interaction of the supply of our circulating media. 


Annual Rate of Turnover of Bank Deposits 



consisting of money and of bank deposits subject to check, and 
of the demand for these circulating media represented by the 
physical volume of goods and services to be exchanged, and it was 
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noted that the supply of the circulating media was not only a 
question of the volume of money and of bank deposits, but also 
of the velocities at which this money and these bank deposits 
circulate. We have figures in the United States on a monthly 
basis covering approximately sixteen years that show the velocities 
at which the demand deposits of member banks in some 141 cities 
have circulated. ^ These figures vary widely from city to city and 
from time to time in each city. As previously noted, they are 
high when business is active and when the confidence of business 
men in the economic situation and prospects is strong. They are 
low in timers of business depression and when the business public 
is full of doubts as to the economic outlook. In times of boom or 
of crisis and business depression, they move up and down with 
the movements of business confidence.^ Deposits that are not 
moving are similar to money that is hoarded, so far as their in- 
fluence upon prices is concerned. The preceding chart shows the 
movements of velocities for New York City, for 140 important 
cities exclusive of New York City and for these 140 cities and New 
York City combined. The fluctuations during the last seven 
years have been enormous. 

Efforts to Expand the Volume of Money and of Deposit 

Currency and Thereby to Raise Prices Nullified by 
Declining Velocities 

Since the crises of 1929 and early 1930, the National Govern- 
ment and the Federal Reserve authorities have made vigorous 
efforts to check declining prices and bring about a price advance 
by means of heavy, open-market purchases of Government secu- 
rities by the Federal Reserve banks, for the purpose of glutting 
the member banks with reserve funds and of forcing a strong credit 
expansion. The supply of money in circulation for a long time 
has been larger than it was in the boom year 1929. Rediscount 
rates at the Federal Reserve banks have long been maintained 
at an extremely low figure, and a most liberal rediscount policy 
has been followed in order to enforce credit expansion. The Na- 
tional Government, through the Reconstruction Finance Cor- 
poration and numerous other governmental agencies, has made 

1 Since the “bank holiday” of March, 1933, the figures cover only 131 cities. 

2 For a study of the relationship between business confidence, deposit velocities 
and prices, see the author’s article on “Controlled Inflation,” American Economic 
Review, Supplement, March, 1934. See also supra, pp.‘57 and 58. 
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enormous advances of credit to the public, with the hope of bring- 
ing about a strong rise in commodity prices, l^xcept for a few 
months, however, chiefly in the fore part of the year 1933, business 
confidence continued very low from the collapse of October, 1929 
to the end of the year 1933, and the velocities of bank deposits 
moved strongly downward. During most of this period the efforts 
at deposit currency (expansion wvre more than nullified by the 
rapidly d(‘clining velocities, and, despite all these efforts, prices 
continued downward almost continuously from 1929 to the spring 
of 1933. 

Here is an excellent illustration of the difficulty of controlling 
commodity prices merely by tlui mechanics of increasing the 
volume of money in cirrmlation and the volume of reserve bank 
credit. “You can lead a horse to water, but you can’t make him 
drink.” Ev(‘n if bank credit is cheap and plentiful, responsible 
business men will not use it if they have little confidence in the 
business situation and prospects, and if, in their judgment, ex- 
tending tlK'ir businf^ss giv(‘s promise of losses rather than profits. 
Th(‘ Gov('rnm(‘nt and the Federal Reserve banks may to a con- 
siderable f'xtent control the volume^ of money and of deposit cur- 
rency in an inconvertible paper money regime, but they cannot 
control the velociti(\s. These velocities are questions of business 
confidence and prosp(H‘ts,^ of hopes and fi^ars, of emotions and 
prejudices. They are matters of class feeling and of mass psy- 
chology. ^riiis is the principal reason why in critical times like 
thos(^ of the yc^ars 1930-1935 the commodity price level could not 
be controlled through regulating the supply of money by changing 
from time to time the weight of a bullion dollar. 

Politics and the Commodity Dollar 

Closely relat'd to this obstacle to a successful functioning of a 
commodity dollar standard is the political obstacle. Commodity 
prices are affected with tremendous public and class interests. 
Their ups and downs are matters of vital concern to every class 
in the community — the farmer, the manufacturer, the business 
man, the professional man and the housewife. Taking human 
nature as it is today and American politics as it is, any board at 

1 Here we are speaking of confidence in the business situation and prospects. 
Confidence in a country’s money is a different thing. When confidence in business is 
low, velocities are low, but when confidence in a country’s money is very low, 
velocities tend to be high. Then we have “a flight from money.” See pp. 60-62. 
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Washington that should try to control our commodity price level 
in the manner contemplated by the proponents of the commodity 
dollar would find itself continually under heavy political pressure, 
both from Congress and the public at large. Under this pressure 
a scientific and disinterested administration of such a plan would 
frequently break down. The commodity price index number, 
which the authorities would be trying to maintain at approxi- 
mately 100, would be made up of the prices of a larger number of 
individual commodities. At all times the prices of some of these 
commodities would be rising and those of others would be falling. 
Producers of goods whose prices were falling at a time when the 
general price level was rising would resist by strong political pres- 
sure action by the authorities at Washington to increase the weight 
of the bullion dollar and thereby to push down the price level, 
which would tend to drag down still further the already declining 
prices of their products. What would happen, for example, in a 
case where the Government’s price index numbers were rising 
while the prices of wheat and cotton, under the influence of un- 
usually large crops or of unfavorable markets, were rapidly falling? 

Conclusion 

All in all, under present-day economic and political conditions 
in America, a price level anchored to a commodity of universal 
demand, such as gold — a commodity of which there is always an 
enormous marketable supply, and of which the annual product 
is but a petty percentage of the world’s accumulated stock — is 
likely to be much more stable and dependable than a price level 
controlled by any such mechanism as that of the commodity 
dollar. Such a dollar may work in a model state of a distant 
utopian future. It would have hard sledding in the United States 
of today. 
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THE PRINCIPLES OF FOREIGN EXCHANGE 

The subject of exchange divides itself into two parts, foreign 
exchange and domestic exchange. The first concerns itself with 
payments between different countries, and the second with pay- 
ments between places within the home country. Inasmuch as 
political boundaries do not limit the operation of economic laws, 
the fundamental economic principles that govern foreign exchange 
are the same as those that govern domestic exchange. Persons 
familiar with foreign exchange, therefore, will have no difficulty 
in understanding domestic exchange. Although a few comments 
on domestic exchange will be made in this chapter, the chief con- 
cern here will be with foreign exchange. Further consideration of 
the subject of domcistic exchange will be given later (in Volume II) 
under the discussion of the clearing and collection system of the 
Federal Reserve banks. The subject of foreign exchange itself 
may be divided into two parts: first, exchange between countries 
on the same standard ; and, second, exchange between countries on 
different standards. In this chapter we shall study these two gen- 
eral types of foreign exchange in their order, including in the dis- 
cussion of exchange betw^een countries on the same standard cer- 
tain general facts and principles that apply to both. 

EXCHANGE BETWEEN COUNTRIES ON THE SAME 
STANDARD 

Classes of Goods in Foreign Trade 

Importers must pay for what they buy abroad, and exporters 
must be paid for what they sell abroad. It is in making these pay- 
ments that the foreign exchange business functions. From the 
standpoint of foreign exchange, five broad classes of exports and 
imports may be distinguished, which may be designated as: 
commodities, securities, services, treasure and travel.^ 

1 The United States Department of Commerce publishes every year a Trade 
Information Bulletin on “The Balance of Payments of the United States," in which 
the volumes of the various items in America’s international balance sheet for the 
preceding year are estimated. 
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(1) Commodities (using the term in its narrower meaning) covers 
agricultural, forestry, mineral and animal products and manufac- 
tures. These comprise the bulk of the so-called ‘'visible’’ items of 
foreign trade and, aside from “treasure,” are the only items in- 
cluded in the usual statistics of imports and exports. 

(2) Securities. As here used, the term covers stocks, bonds, 
debentures, long-time notes and the various kinds of short-time 
notes, government treasury bills, certificates of indebtedness and 
acceptances which are bought and sold in the international mar- 
kets. Interest figures large in this item; so, also, do dividends. 
Most of these securities represent physical goods. A thousand 
shares of Pennsylvania Railroad stock, for example, constitute a 
certificate of ownership (subject to the liens of the Company’s 

creditors) of of the property of the Pennsylvania Railroad 

Company, consisting in large part of roadbeds, tracks, stations and 
rolling stock; while $500,000 in Pennsylvania Railroad bonds con- 
stitute a lien on this same property to the amount of the bonds. In 
both cases, however, the value is more than that of the physical 
property. It is the value of a going concern, in which the physical 
property is an important factor. The exportation of these secu- 
rities, therefore, from the standpoint of foreign exchange, is (equiv- 
alent to the exportation of a part of the Pennsylvania Railroad. 

(3) Services. Services are important items in foreign trade. 
Foreign ships and railroads, for example, in 1933, rendered us 
approximately $65 million of freight services for carrying American 
goods. Such services were imports for the United States and ex- 
ports for the foreign countries rendering them, as truly as would 
have been the shipment to American merchants of an equivalent 
value in English woolen goods or Colombian coffee. An important 
service which England exports is marine insurance ; another one is 
certain banking services rendered foreigners by England’s great 
international banking houses. When Anu^rican engineers render 
professional services in South America worth a million dollars, 
those services are as truly exports from the United States that 
must be paid for by South Americans as are shipments of a million 
dollars’ worth of locomotives. Some of their compensation will be 
received by the engineers while they are in South America and 
used up by them for expenses incurred there; but the greater part 
will probably be remitted by them to the home land. 
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Under this head comes one of the principal items in our so-called 
“invisible trade'’; namely, a substantial part of the services of 
recent immigrants. There are millions of immigrants in the United 
States who remit funds back home every year. They give labor 
services in the United States, for which they receive a wage com- 
pensation. Much of this compensation, however, they do not use 
up in the United States, but send home to dependents or for their 
own saving and investment. The value of their services over and 
above the part they consume and retain in the United States is, 
from the standpoint of foreign exchange, an American import from 
their respective home countries, which we must pay for by some 
kind of export. The amount of these remittances for the depression 
year 1934 was approximately $124 million. 

(4) Travel. The fourth type of export and import arises from 
international travel. If an hmglishman should receive from a 
French dealer a case of wine worth two thousand francs, it would 
clearly be an import for England and an export for France of a 
value of approximately two thousand francs.^ In some way or 
other a remittance of this amount would have to be made from 
England to France. Suppose, however, that the Englishman, who, 
we will assume, has been in the habit of importing a case of this 
wine every year, spends a vacation this year in Paris, buys his case 
of wine there and consumes it there. It would not then figure in the 
import statistics of England or the export statistics of France ; but, 
from the standpoint of foreign exchange it would be equivalent 
to a shipment of a case of wine from France to England (less ship- 
ping charges, etc.). It would require payment by the Englishman 
as truly as if he imported it into h]ngland and, since he is assumed 
to be on a vacation in France and therefore to be rendering the 
French people no equivalent economic services, the means of 
payment would have to come directly or indirectly from England. 
The goods and services consumed abroad by American travelers 
in the depression year 1934 are estimated to have amounted to 
$292 million. These are American imports “headed off," as it 
were, and consumed without getting here. From the standpoint 
of foreign exchange, they are important items of importation for 
the United States and of exportation for foreign countries. Euro- 


‘ The Englishman, of course, receives somewhat more than the Frenchman ex- 
ports, because to the value of the wine in France must be added the value repre- 
sented by shipping and insurance expenses, customs charges and the like. 
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peans traveling in the United States give rise to similar exports by 
the United States and imports by Europe, but this item is relatively 
small, having amounted in 1933 to only $71 million. In some coun- 
tries, as, for example, Switzerland and Egypt, where the tourist 
travel is large, one of the principal items of export consists of goods 
and services consumed by foreign travelers. 

(5) Treasure. Gold and silver bullion constitute the principal 
items under this head; in fact, the only items under the term 

treasure’^ as that term is usually employed in trade statistics. 
Gold and silver are commodities as truly as are the goods men- 
tioned in the first group and, like them, move from the cheaper 
market to the dearer market under the impetus of the same funda- 
mental economic forces. They are referred to separately because 
they are the world’s principal standard money metals and, as such, 
perform functions worthy of special consideration. During the 
World War and for a number of years thereafter, there was a 
considerable international movement of paper money. Such 
money in international trade may best be classified as treasure, 
although this is a highly euphemistic term for some of it. 

Means of Payment 

Obviously, every export is also an import and every import an 
export. They are the same thing viewed from opposite angles. 
In every case of foreign trade, under normally functioning business, 
the exporter must be paid for the goods exported and the importer 
must pay for them. How are these payments made and received? 
The answer in its simplest form can best be given by limiting our- 
selves for the time being to the trade between two places, say, 
New York City and London, and by inquiring concerning the 
various methods that might be used, bearing in mind that in 
actual practice the major part of these payments are effected in a 
very small number of ways. The discussion will be based upon 
conditions as they existed prior to the departure of England and 
the United States from the gold standard during the period 1931- 
1933. 

If payments were made directly in gold, vast quantities of gold 
would be continually in transit, ships carrying gold from New York 
to London passing ships carrying gold from London to New York. 
The expenses by way of interest during time of transit, packing, 
cartage, freight, insurance and abrasion would be very large. 
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Because this method of making payments in gold is so expensive, 
merchants in international trade many centuries ago devised 
methods of making payment through the machinery of written 
bills of exchange; and later, when the cable and the radio came 
into operation, also through the use of cable and radio bills of 
exchange” or transfers. This is a refined form of barter and re- 
quires the shipment of relatively little gold. 

If exporter A in New York were shipping $100,000 of cotton to 
importer B in London, and if importer B in London were shipping 
£20,000 of cloth (pounds sterling being taken in the illustration for 
convenience at a round figure of $5.00) to A in New York, it is 
easy to se(', how the one transaction w^ould offset the other. It 
would be a case of simple barter. Or, suppose A in New York were 
shipping cotton to B in London, and B in London were shipping 
th(^ cloth to C in New York, the settlement of both accounts 
could be made without the shipment of any cash, if B would in- 
struct C to pay A the $100,000 that C owes B for the cloth. 
This process might be made a more roundabout one involving 
many others, say, D, F, F and G; but the principle would be the 
same. 

Three different types of difficulties wmuld arise from this method 
of making payment: (1) the amount due in one direction would 
almost never be equal to the amount due in the other. R, for exam- 
ple, might owe A $100,000, but A might owe B only $50,000 
(£10,000). The dates when the obligations came due would also 
be likely to be different, one transaction being perhaps a cash 
transaction and the other one calling for payment, say, in ninety 
days. (2) The different parties in the import trade and export 
trade would often not know each other; A would not know C, nor 
would he know D and E to whom B would be shipping goods. Un- 
less B were shipping to him, he might not even know that B was 
shipping goods to the United States. (3) If A knew that B was 
shipping goods to the United States and knew C, the party to whom 
he was shipping, he might not be willing to accept an order of pay- 
ment from B on C in lieu of a direct payment from B. 

Such difficulties are easily met in practice through the use of 
middle men in each country, namely, bankers and exchange 
brokers, who make a business of buying and selling bills of exchange 
and who, therefore, furnish a market for bills of different kinds and 
amounts. This is the foreign exchange market. 
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The Bill of Exchange 

A bill of exchanges is defined by the American Uniform Nego- 
tiable Instruments Law as “an unconditional order in writing 
addressed by one person to another signed by th(^ person giving it, 
requiring the person to whom it is addressed to pay on demand or 
at a fixed or d(?terminable future time a c(‘rtain sum in money to 
order or to bearer. The following is an illustration of a simple 
trade bill: 

New York, N. Y. 

September 10, 1935 

£10,000 

Ninety days after sight of this First of Exchange (Second un- 
paid) jmy to the order of The Thirtieth National Bank of New 
York City Ten Thousand Pounds Sterling. Value received and 
charge to our account. 

The Royal Textile Company, United States Cotton Export 
London, England. Comj)any, 

New York City. 

In this bill the United States Cotton Export Company, the 
drawer, which has exported £10,000 worth of raw cotton to the 
Royal Textiles Company of London, the drawee, ord(n\s th(^ drawe'e 
to pay, ninety days after this bill is presented to it for its O. K. 
or acceptance, the £10,000 it owes th(‘ United States Cotton 
Export Company, to the order of the Thirtieth National Bank of 
New York, which is the payee. The drawer is selling the bill to 
the Thirtieth National Bank and hence makes that bank the 
payee. 

Bankers buy the bills of exchange offered by exporters in New 
York and send them to their foreign branches or repn'sentatives in 
London, who present them to the drawee's for acjceptance and 
ultimate payment or for immediate payment if the bill so requires. 
The bills bought by the American banks may be in amounts vary- 
ing respectively from a few dollars to many millions of dollars. 
The proceeds realized when the bills are paid, or discounted in 
advance of payment, in London are paid to th(^ credit of the 
New York bank\s account with its London ix'presentative. 

The New York bank is supposed to know what persons to trust 
and to what extent it is reasonable to trust them in the purchase 
of their bills of exchange, because the buying and selling of credits 
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is its business and it has a credit department whose chief function 
is the studying of the credit standing and responsibility of the 
bankas customers, actual and prospective'. In th(^ analysis of the 
safety of a particular bill of exchange the' bank also has the benefit 
of the advie^e of its J^ondon n'presentati^ which is in a position 
to pass judgment on tlu^ credit- standing of the London importer. 

The funds paid in London at maturity, or in discount in advance 
of maturity, of those London bills bought by the New York bank 
provide funds in London to the credit of the New York bank 
against which it may sell its own drafts on London to importers 
in New York who have payments to mak(^ in London. These 
drafts may obviously b(' made out for any amount within the limit 
of the funds available in London. 

In this way bills of exchange* calling for payment for exports and 
bank drafts used in paying for imports are made to offset each 
other through the intermediation of banks, with the result that 
inteirnational trade become^s, to a large exte'nt, a process of barte'ring 
exports for imports. The me'chanisms by which this barte^ring 
proce^ss is (effected, of course, take a variety of forms. The above 
description represents one of the simplest and commonest. ’ 

Rates of Exchange 

A rate of exchange is merely one kind of price. It is usually the 
amount of money of one country charged for a bill of exchange 
per unit of the money of a second country in which the bill is 
payable. A sterling rate of 4.87, for example, means $4.87 for each 
pound stealing cov(Te*d by the bill.^ 

^ For a description of the various kinds of Inlls of exchange, and an account of the 
legal responsibilities of the parties to the bill, namely, drawer, drawee, payee and 
the different endorsees, the reader should consult a book treating the Law of Nego- 
tiable Instruments. 

A classic work in this field is Daniels on Ncgotidhlv Instruments. For nmst stu- 
dents, however, the brief discussion of negotiable instruments in E. W. Huffeutt’s 
ElemeMs of Business Law, or that in (’. H. Bush’s Uniform Business Law, will be 
adequate. 

2 The methods of quoting exchange are different in different crountries. Rates are 
sometimes quoted in terms of the foreign money. Prior to the World War, for exam- 
ple, French exchange in the United States was usually quoted in terms of the num- 
ber of francs to the dollar. Sometimes two methods are used for the same exchange 
in a given country. Moreover, the methods of quoting are changed from time to 
time. The student should familiarize himself with the methods employed for the 
exchanges in which ho is interested. 

It is, however, fortunately becoming increasingly the custom in the United States 
to quote all the foreign exchanges in terms of the number of United States cents to 
the foreign unit and for this reason it is now much simpler to understand tables of 
foreign exchange rates than it was a few years ago. 
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Mint Par 

The fundamental rate in the exchanges of all countries actually 
upon a gold basis is the so-called “mint par/’ which is the ratio 
of the pure gold content of the monetary unit of one country to 
that of the monetary unit of anoth(*r country. For example, the 
sterling mint par prior to September 21, 1931, was obtained by 
dividing the number of grains of pure gold contained in the sov- 
ereign, namely, 113.00156, by the number contained in a dollar of 
United States gold money, namely, 23.22, which gave a mint par of 
4.8665.1 


Factors Determining Exchange Rates 

We are now prepared to consider some of the basic factors in the 
determination of an exchange ratc^. For the sak(' of cleariK^ss, let 
us begin with the cable rate, because it involves no interest; al- 
though we should recognize that for most exchanges th(^ demand 
rate is the dominant rate. Assume for the moment a condition 
contrary to fact, that all international payments are^ made through 
cable transfers. Assume that the time is tht^ middle of August and 
that, in the broad sense of the terms, exports and imports are 
approximately equal. As autumn approaches and th(' exports of 
our American cereal and cotton crops tak(‘ on larger and larger 
proportions, an increasing amount of sterling exchange is thrown 
on the New York market. 

In other words, those selling cotton, wheat and other American 
commodities to London merchants sell them for English money 
and therefore have pounds sterling coming to them. Sell goods to 
people in England^ sell English rnoney, is the normal rule. The 
rate of exchange is merely the United States currency price in 
New York for a pound sterling of English money to be delivered in 
England at a certain time, in the case of cable transfers imme- 
diately. 

In the fall our exports normally greatly exceed our imports; 
exporters, therefore, we may assume, had more pounds sterling 
to sell than importers cared to buy at the mint par rate of, say, 
4.8665. The New York price of a pound sterling, therefore, moved 

1 Calculated in the same way, the French mint par at that time was 3.9179; the 
German, 23.82; and the Italian, 5.2632. The mint pars of the principal countries of 
the world, together with the recent movements of New York exchange rates in these 
coimtries, are published by the Federal Reserve Board each month in the Federal 
Reserve Bulletin. 
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downward. It went from 4.8665 to 4.8660, then to 4.8600, etc., 
until it reached 4.8465, which we will assume to have been the 
gold-import point rate at that time for cable transfers. Beyond 
this point the cable rate could not go, under the conditions as- 
sumed, in an unrestricted market for gold. 

Gold-Import Point 

What is meant by the gold-import point? When the exporter 
was selling his sterling bill for S4.8465, he was virtually selling 
British gold at a discount of % of I per cent (exactly 2 cents on 
the equivalent of $4.8665), since the pound sterling, which was 
coined in the form of the British sovereign, contained 4.8665 times 
as much pure gold as the United States dollar. Under the conditions 
assumed, two American cents to the amount of gold in a sovereign 
was sufficic'nt to pay all the expenses incident to shipping gold 
bars from London to New York and of there converting them into 
United States money; that is, the expenses for packing, carting, 
shipping, insurance and interest during the time of transit of the 
gold from London to New York, and of converting the gold bars 
into United States money in New York. The result was that, if 
the American exporter of wheat were compelled to sell in New 
York, by cable, for immediate delivery in London, the pounds 
sterling due him there for less than $4.8465 to the pound, he could 
more profitably have obtained his pay in London in Bank of Eng- 
land notes, converted them into gold bars in London, had the gold 
bars shipped to New York and then had the bars exchanged for 
United States money at the Federal Reserve Bank. In actual 
practice the exporter of wheat did not do this, but there were 
banks and bullion brokerage houses which made a business of 
importing gold whenever the exchange rates were such as to 
yield them a reasonable profit on its importation. And this 
is true today, although England is no longer on the gold stand- 
ard, and gold is not now permitted to circulate in the United 
States. 

The gold-import point is not a fixed point. It declines as interest 
rates and shipping and insurance expenses rise, and it rises as they 
fall. It is affected by mint charges (when coinage is involved), 
brokerage charges, taxes and other minor expenses, all of which 
vary from time to time. Some concerns, moreover, are able to 
import gold at slightly lower expenses than others, and some will 
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work on a smaller margin of profit than others.^ Gold embargoes, 
moreover, and other less open restrictions, are sometimes imposed 
by the authorities against the fre(^ (‘xportation of gold when the 
exchange market would be otherwise favorable to such exportation. 
Sometimes gold is imported, it is claimed, at a loss on the transac- 
tion itself, with the exp('ctation on thc' part of those importing it 
of realizing a profit on stock exchange operations as a result of the 
“bullish” effecit on the stock market which gold importations 
freqiKuitly have. 

At this writing in 1935 there are few countries on the gold 
standard and the free markets for gold in the world are very 
limited. 


Gold-Export Point 

The gold-export point comes into play under conditions essen- 
tially the opposite of those described in connection with the gold- 
import point. When imports of goods are large relative to (exports 
and American buyers of British goods are making heavy purchases 
of pounds sterling in order to pay in England the British money 
they owe for the goods they are importing, the price of a pound 
sterling, namely, the rate of exchange, rises. Buy gooda in England^ 
buy pounds sterling. 

When both England and the United States were on the gold 
standard, the more pounds sterling importers bought, other things 
equal, the higher the price of a pound sterling. Under those condi- 
tions, when the demand for pounds sterling on the part of American 
importers exceeded the supply of pounds sterling thrown on the 
market by American exporters at the current rate the dollar price 
of a pound sterling rose; in other words, the rate of exchange 
advanced toward the gold export point. If, for purposes of illustra- 
tion, we assume that it costs two cents to ship the amount of gold 
in a sovereign (the equivalent of $4.8665 United States gold coin) 
from New York to London, ^ that is, % of 1 per cent, then, 
when the cable rate in New York on London advanced above this 
point, say, to 4.8865, it became profitable for foreign exchange 

1 Most standard books on foreign exchange contain itemized computations of the 
costs that enter into the determination of the gold shipping points. See, for example, 
A. C. Whitaker, Foreign Exchange, Chap. XX: and Ira B. Cross, Domestic and 
Foreign Exchange, Chap. XI. 

2 Actually the expenses of shipping gold from New York to London were often 
different from those of shipping it from London to New York. 
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operators to ship gold from New York to London, selling it on the 
London gold market for British money and selling enable exchange 
in New York against th(^ British money so received. Importers 
having large payments to make in London could afford to make 
their payments through the instrumentality of shii)ping gold to 
London (incurring all the expenses of making such shi})m('nts), 
rather than pay cabk^ transfer rates appreciably above $4.8865. 
In practice, of (!ours(^, it was not the merchants but the bullion 
brokerage houses and large exchange banks that made' such ship- 
ments. 

Gold movements in a free market in international trader take 
place under fundamentally the same conditions as do the move- 
ments of other commodities. It is simply a case of a commodity 
seeking the b(‘st market, gold differing from other commodities 
chiefly in th('. fact that it is the most salable commodity in the 
international market, a fact that makes it the money of inter- 
national trade. 

Assuming 4.8465 to have been th(* gold-import point and 4.8865 
to have been th(‘ gold-(‘xport i)oini., it will be observed that gold 
was imported when it was more valuable in the United States than 
in London by about 0.4 per cent, that is, by (‘nough to pay all 
shipping expense's and yield a j)rofit; for, obviously, if $4.8465 of 
United States money bought English moiu'y with a gold equivalent 
of $4.8665 of United States money, a given amount of gold in the 
form of United States money was worth more than in the form of 
English money. Other goods are imported under exactly the same 
conditions; that is, when they are dearer in the United States than 
abroad by an amount sufficient to pay shipping expt'rises and to 
yield the import(^r a reasonable profit. On th(^ other hand, the gold- 
export point, assumed to have been 4.8865, meant that in the form 
of money it took 4.8865 of our dollars to buy the amount of gold 
in a sovereign, which was the quantity of gold contained in $4.8665 
of our gold coin. Gold in London, thenffore, in the form of standard 
gold bars was more valuable than gold in New York by about 
0.4 per cent and, since this difference was enough to cover all 
shipping expense's and to yield a reasonable profit to the shipper, 
gold moved from the cheaper market. New York, to the dearer 
market, London, until the lessened supply in the United States and 
the increased supply in ICngland made further shipments un- 
profitable. 
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If the United States exported gold to England at a rate of 
4.8865, then P^ngland imported gold from the United States at 
4.8865 (equivalent to about 4s.l.l4d. to the dollar), so that rate 
was our gold-export point and England's gold-import point. In 
the same way, 4.8465 (equivalent to 4s.l.24d. to the dollar) was 
our gold-import point and England’s gold-export point. 

Demand and Usance Exchange 

So far in the discussion of foreign exchange, we have been assum- 
ing cable rates, in order to eliminate as far as practicable for the 
time being two other factors contained in most exchange rates, 
namely, insurance and interest. In doing this, however, we should 
note that in practice the demand rate and not the cable rate is the 
dominant sterling rate. It is now time to consider briefly these 
two factors. 

(1) Insurance. Whenever a period of time elapsc's between the 
purchase of a bill of exchange and its payment, an ('kanent of risk 
enters. If A in New York draws a clean bill (a bill without docu- 
ments attached as security) at sixty days’ sight ui)on B in London 
for £10,000 and offers to sell it, before it is acce^pted by /i, to 
Bank X in New York, Bank X will obviously not wish to buy it 
unless it believes A to be good for the amount of the bill. The 
bank will naturally pay a better price for a bill drawn by a concern 
of high financial standing than for one drawn by one of lowTr 
standing. The risk involved in such a purchase is reduced after B 
accepts the bill, provided B is looked upon as a concern of high 
financial responsibility. Banks, however, often place their sole 
reliance upon the financial standing of the drawer of the bill, whom 
they usually know, rather than upon the draw(‘e in a foreign coun- 
try, whom they often do not know\ Endorsements on the bill also 
lessen the risk involvc^d in buying it as they increase the number of 
persons contingently liable for its payment. In this connection, 
one financially important name may be of much more consequence 
than half a dozen unimportant ones. Even larg(‘ concerns, however, 
may find their paper discriminated against in the form of un- 
favorable rates when they throw an unduly large amount of it on 
the market. The larger the risk involved in buying a bill, ac- 
cording to the estimate of the market, the lower the rate, other 
things equal, that will be paid for the bill. This difference 
represents a sort of insurance charge for protection against proba- 
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ble loss in handling bills and commonly goes by the name of 
insurance. ^ 

A large part of the bills in the market are documentary bills; 
that is, bills with documents attached, such as warehouse receipts, 
bills of lading, insurances papers, invoices, gov(‘rnment inspectors^ 
cesrtificates and securities. These documents i)rotect the purchaser 
of the bill in the control of the merchandise or securities during 
the process of shipment until the bill is paid by the drawee or, at 
least, until the drawee assumes responsibility by accepting it. In 
the case of demand bills, documents are released only on payment ; 
in the case of time bills they may be n'leased on acceptance or 
only on payment according to the instructions on the bill. Whether 
the documents shall be released on acceptance or only on })ayment 
depends largely upon the financial reputation of the drawt'c. Of 
course, the character of the goods being shipped and the (character 
of the protection to fh(‘ ])urchas(‘r of the bill otherwise giv(‘n by 
the documents attached are important factors in the insurance 
element of the exchange rate. 

(2) Interest, The third element in the exchange rate is intc'rest . 
Whenever an appreciable period of time elapses between the date 
when the bill is sold and the date when it is payable, an item of 
interest is involved whether it is expressed in the contract or not. 
Interest figures (wen in demand bills, because time is niquired for 
the transit of tbe bill. Interest for time of transit is a larger item 
when the places are distant, as, for example, in the case of a bill 
drawn in Manila on New York City. A ninety-day sight bill in 
N(‘w York on London may require anywhere from five to fifteen 
days to reach London and be accepted, depending ui)on the fre- 
quency of sailings, the speed of the steamer on which the bill 
travels and the delays at both ends of the trip. If we assume 
seven days as the normal time and add the three days of grace 

^ “The price which is paid to a merchant of undoubted position for his sixty 
days’ sight bill on a foreign country, will be higher than that which is granted for a 
second-rate bill on the same place. The purchasers of bills must bo induced, by a 
concession in price, to take an article of inferior security. They must be indemnified 
for the greater risk. Credit is a very important element to be considered in the rate 
(jf exchange; and so notorious is this amongst those engaged in international trade, 
that the x^rice at which exporting houses can sell their foreign bills, is looked upon 
as an unerring test of the credit which they enjoy among their neighbours. Thus 
credit causes a difference in the value even of such foreign bills as are drawn on the 
same day, rendering it difficult to give any exact or definite Quotation of the price 
of long-dated paper; and, further, it operates on exchanges generally in times of 
(K)mmercial panic or excitement, and causes the prices of all bills to fall.” Goschen. 
Viscount, Theory of the Foreign Exchanges, p. 56. 
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customary in England on time bills, we arrive at a hundred days 
between the time of purchase by the New York bank and the 
time of payment by the drawee in Jjondon. This would mean 
that, if the New York bank should wait for its funds in London 
until the ninety-day bill matured, it would be deprived for 100 
days of the use of the money it paid for the bill. Clearly, then, it 
should pay a lower rate for a bill drawn on the same concern and 
with th(^ same security payable in a hundred days than one pay- 
able by cable, and the difference should be equivalent to the market 
interest on the dollar value of a pound sterling for 100 days. 
Inasmuch as a sight bill requires the same time in transit as a 
ninety-day sight bill, which 'wc, have assumed to be seven days, 
the ninety-day sight bill should have a rate lower than the sight 
bill by the amount of interest on the dollar equivalent of a pound 
sterling for ninety-three days. There art' no days of grace on a 
sight bill. 

For what market should the rate of interest be taken. New 
York or London? Since the bill in the illustration is assumed to 
be payable in Ijondon and to be discounted there, it is the London 
rate that controls. If it were dollar exchange drawn in London 
on New York, payable in dollars and discounted in the New York 
market, it would be the New York discount rate that would 
control. 

In every bill of exchange, then, involving any appreciable time 
before payment there are three elements: (1) pure exchange, that 
is, the premium or discount from the mint par represented by the 
cable rate; (2) insurance against risk; (3) interest at the market 
rate, usually that of the place where the bill is payable.’ 

Our future comparisons will be based upon the sight rate, 
which, although containing a few days’ interest, is, as previously 
noted, in practice, usually the basic rate. 

Foreign Exchange and the Discount Market 

Foreign exchange rates and discount rates are closely related. 
The differences between the rates for demand bills and the rates 
for time bills are chiefly a matter of the interest for the life of the 
bill; and ‘'the spreads” between time rates and the demand rate, 

^ In every rate of exchange there is also a fourth element, an administrative 
expense to compensate the banks or exchange brokers for their services in connec- 
tion with the transaction. On large transactions this item is of comparatively little 
importance. 
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therefore, vary with the market rate of discount. This is inevi- 
table, for, if the nim^ty-day rate were lower than the sight rate 
by more than the amount of the discount on a pound sterling 
for ninety-three days at the current rate of discount in London, 
bankers would profit by buying ninety-day bills, discounting them 
and selling demand drafts against the proceeds, thereby forcing 
up the ninety-day rate and forcing down the demand rate until 
they were again in equilibrium; that is, until they differed by 
only the interest on a pound sterling for ninety-three days at the 
curnmt rate. If, on the other hand, the ninety-day sight rate 
were not lower than the sight rate by as much as the interest for 
ninety-three days on a pound sterling at the current rate of dis- 
count, bankers would make a profit by selling ninety-day sight 
bills, buying demand bills with the proceeds and lending the pro- 
ceeds of the demand bills in London, at the market rate of discount. 
This would soon restore equilibrium by forcing down the rate for 
ninety-day sight bills and forcing up the rate for demand drafts. 
A high discount rate in London attracts money to London for 
investment, thereby increasing the demand for sight drafts, and 
decreasing the supply through decreasing the discounting of long 
bills in London, thus pushing up the demand rate. A low discount 
rate has the opposite effect. It reduces the flow of money to London 
for investment and increases the flow of London funds to other 
places where higher money rates prevail. 

Dollar Exchange 

Prior to the War most of the exchange operations in connfiction 
with our trade with the Orient and Latin America were conducted 
by a triangular process through London.^ The effecting of these 
American exchange operations through the instrumentality of the 
London exchange market was due chiefly to the fact that then' 
was a good discount market in London for such bills and a well- 
organized system of acceptance houses and exchange banks for 
carrying on the business. Neither of these existed in New York. 
As a result, bills drawn on London were more salable in Latin 
America or in the Orient, or salable on better terms, than bills 
drawn on New York or on any other financial center. After the 
War, however, this situation changed and dollar exchange, that 

1 For a typical example of such an exchange operation, see Escher, Foreign 
Exchange Explained, Chap. XIV. 
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is, exchange drawn in dollars and discounted in New York, as- 
sumed greater importance. This was brought about chiefly by 
three forces: (1) the (\stablishment of the Federal Reserve system, 
which furthered the development of an American discount market; 
(2) the enacting of new laws in the United States favorable to 
the acceptance of bills by banks, so-called ^^bank acceptances^^; 
and (3) the influence of the War on the relative credit positions of 
New York and London. 


Some Monetary Forces in Foreign Trade 


Between two countries like the United States and England the 
fundamental monetary forces operating in the exchange market 
may be seen if one isolates the two countries and asks himself 
what forces would come into play to prevent one of them, say 
the United States, from being denuded of its money supply if it 
should for some time import from the other, say England, more 
merchandise, securities and service's than it should export to her. 
It is assumed that both countries are vsquarely on th(^ gold standard 
and that there are no restrictions upon the flow of gold between 
them. The more important forces at work are shown in the 


following table: 

Unikd States 

(1) Excess imports into the United 
States from England will push np 
the demand exchange rate from, 
say, the old mint par 4.8665 toward 
the gold-export point, say, 4.8865. 
All other exchange rates in the 
United States on England will tend 
to move upward, in harmony with 
the basic demand rate. 

(2) As the exchange rate rises (from 
4.8665 to 4.8865) American import- 
ers, who make their payments 
through the purchase of London 
drafts, will incur an increasing ex- 
pense in the fact that they will be 
compelled to pay a continually 
higher price in American money for 
the pounds sterling required of 
them to pay for the goods they are 
imi)orting. This will tend to reduce 


England 

(1) Excess exports from England 
to the United States will push down. 
the demand exchange rate from the 
mint par 4.8665 toward the gold- 
im{X)rt point 4.8865. All other ex- 
change rates in England on the 
United States will tend to move 
downward in harmony with the 
basic demand rate. 

(2) Decreased American imports 
are decreased British exports. As 
the exchange rate falls (from 4.8665 
to 4.8865) those few British export- 
ers who obtain payment by selling 
in London drafts drawn in dollars 
on the United States, will suffer 
slightly, because they will be com- 
pelled to give an increasing amount 
of United States money for each 
pound sterling they obtain. This 
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United States 

the imports of the kinds of mer- 
chandise, securities and services on 
which tlie margin of profit nor- 
mally realized is very small. 

(3) A rising exchange rate will give 
a slightly additional profit to Amer- 
ican exporters, who obtain their pay 
by selling in New York the pounds 
sterling due them in London (i.e., 
their sterling bills), for they will 
receive an increasing amount of 
American money for each pound 
sterling due them. This will tend 
slightly to increase exports, par- 
ticularly of the kinds of merchan- 
dise, securities and services on 
which the margin of })rofit nor- 
mally realized is very small. 


(4) Relatively large demands in the 
United States for pounds sterling 
in London, namely, for sterling 
drafts, or relatively large payments 
by American importers against 
dollar exchange drawn upon them 
or for their account by British ex- 
porters, cause a flow of funds 
to New York exchange banks, 
strengthening bank reserves and 
thereby tending to reduce call rates 
of interest and, more tardily, time 
rates. 

Obviously, a large part of these 
payments to New York banks rep- 
resent merely transfers of funds 
from one bank account to another, 
and the actual increase of banking 
funds that takes place is represented 
solely by the net flow of money 
from active circulation into the 
banks. 

(5) Increasing bank reserves induce 
New York banks to reduce their 


England 

will tend to reduce the exports of 
the kinds of merchandise, securities 
and services on which the margin 
of profit normally realized is very 
small. 

(3) Increased American exports are 
increased British imports. As the 
exchange rate falls (from 4.8665 to 
4.8865) those few British im])orters 
who make their })ayments in the 
United States by buying in England 
dollar drafts on the United States, 
will realize a slightly additional 
profit through the larger amount of 
American money they will receive 
for each j)Ound sterling. This will 
tend slightly to increase imports of 
merchandise, securities and services 
of the kinds on which the margin 
of profit normally realized is very 
small. 

(4) Relatively large payments by 
London banks to 13ritish exporters 
against sterling drafts drawn by 
American banks on their London 
correspondents, or against the sale 
to lx)ndon banks of dollar exchange 
drawn by or for the account of 
British exporters, decrease the sui> 
j)ly of bank funds in England, re- 
duce bank reserves and thereby 
tend to increase interest rates on 
demand loans, and, more tardily, 
on time loans. 

Obviously, a large part of these 
payments by London banks to 
British exporters represent merely 
transfers of funds from one bank 
account to another, and the actual 
decrease of banking funds that 
takes place is represented solely 
by the net flow of money from the 
banks into active circulation. 

(5) Reduced bank reserves cause 
London banks to call in loans made 
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United States 

indebtedness to the Federal Re- 
serve Bank and, in turn, encourage 
reductions in the New York Federal 
Reserve Bank’s discount rates. 


(6) Increasing bank reserves and 
declining interest and discount 
rates spell an easier money market. 
This causes a rise in business con- 
fidence, stimulates business activ- 
ity and increases the rates of mone- 
tary and deposit turnover (V and 
R of the equation of exchange). 

(7) Declining interest rates, rising 
business confidence and increasing 
rates of monetary and deposit turn- 
over stimulate speculation, encour- 
age increased purchases of securities 
and commodities, and thereby force 
up the prices of the more sensitive 
securities and of staple articles of 
produce and later of those which 
are less sensitive. 

(8) Rising security and commodity 
prices encourage increasing pur- 
chases in the cheaper market, Eng- 
land, and still further accentuate 
the forces already mentioned. 

On the other hand, a counter 
force is set up in the form of in- 
creasing sales and exportation of 
United States securities and of 
certain American export commod- 
ities to British s{>eculators, inves- 
tors and merchants, who buy in 
anticipation of further price ad- 
vances. 

(9) The decline of interest and dis- 
count rates in the United States 
tends to cause a flow of loanable 
funds out of the country. 


England 

to discount houses, acceptance 
houses and similar institutions, 
which, in turn, increase the de- 
mands on the part of those institu- 
tions for loans at the Bank of Eng- 
land and encourage advances in the 
Bank of England’s discount rates. 

(6) Decreasing bank reserves and 
rising interest and discount rates 
spell a tighter money market. This 
causes a fall in business confidence, 
retards business activity and de- 
creases the rates of monetary and 
deposit turnover. 

(7) Rising interest rates, declining 
business confidence and decreasing 
rates of monetary and deposit turn- 
over retard speculation, reduce })ur- 
chases of securities and commod- 
ities, and thereby force down the 
prices of the more sensitive secu- 
rities and staple articles of ])roduce 
and later of those which are less 
sensitive. 

(8) Declining security and com- 
modity prices encourage increasing 
sales in the better market, the 
United States, and still further 
accentuate the forces already men- 
tioned. 

On the other hand, a counter 
force is set up in the form of in- 
creasing j)urchases and importation 
of United States securities and 
staple American import products 
by British si:)eculators, investors 
and merchants, who buy in antici- 
pation of further price advances. 

(9) The rise of interest and dis- 
count rates in England tends to 
cause a flow of loanable funds into 
England. 
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United States 

(10) Low interest and discount 
rates, large bank reserves, high 
rates of monetary and deposit turn- 
over, high security and commodity 
prices, and high exchange rates, all 
spell relatively redundant money, 
and therefore relatively cheap 
money. Such money seeks a better 
market, exchange rates finally reach 
the gold-export point, and gold is 
exported. 

(11) The outflow of gold reduces 
bank reserves and possibly also 
monetary circulation. It tends to 
increase interest and discount rates. 
It exercises a depressing influence 
on business confidence and there- 
fore tends to reduce rates of deposit 
and monetary turnover and to 
lessen speculation and business ac- 
tivity. It tends to decrease prices, 
at first of the more sensitive secu- 
rities and staf)le commodities of in- 
ternational trade, and later of the 
less sensitive securities and com- 
modities. The high gold-export 
point exchange rate puts a slight 
additional burden on imports and 
gives a slight exchange premium to 
exports. All these are forces which 
tend to discourage imports and to 
encourage exports. 

Of course, if at the time gold is 
being exj^orted the Federal Reserve 
Bank rejflaces the gold that is going 
out of the country by the expansion 
of Federal Reserve notes and cir- 
culating deposit credit, through 
extending its open-market pur- 
chases and its rediscounts, the 
forces above mentioned may be 
thereby weakened or possibly even 
entirely offset by this policy. 


E7igland 

(10) High interest and discount 
rates, low bank reserves, low rates 
of monetary and deposit turnover, 
low security and commodity prices, 
and low exchange rates, all spell 
relatively scarce money and there- 
fore relatively dear money. Such 
a market attracts money from 
abroad, exchange rates finally reach 
the gold-import point, and gold is 
imported. 

(11) The inflow of gold increases 
bank reserves and tends to decrease 
interest and discount rates. It 
tends to increase business confi- 
dence and therefore rates of de- 
posit and monetary turnover. It 
stimulates sj)eculation and business 
activity. It tends to increase prices, 
at first of the more sensitive secu- 
rities and staple commodities of 
international trade, and later of the 
less sensitive securities and com- 
modities. The low gold-import 
point exchange rate puts a slight 
additional burden on exports and 
gives a slight exchange premium to 
imports. All these are forces which 
tend to discourage exports and to 
encourage im{)orts. 


Of course, if at the time gold is 
being imported the Bank of Eng- 
land adopts a policy of impounding 
gold and of refusing to expand bank 
note and deposit credit upon it, the 
new gold will be sterilized and the 
forces above mentioned will be 
weakened or possibly even entirely 
offset by this policy. 


Every force mentioned in the above table is at all times an 
actual or potential factor in the exchange situation. Although 
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exchange rates and prices are never in complete equilibrium, a 
movement in any direction tends to set up corrective movements 
in the opposite direction, so that there is always going on a struggle 
of forces working toward the establishment of equilibrium. It 
may happen, of course, that forces in one din^ction may be so 
strong that any particular gold standard system — or any other 
monetary system, for that matter — will break down before counter 
forces have come into play with sufficient strength to turn the 
tide. 

The condition assumed in preparing the above tabular state- 
ment, namely, that the United States and England were isolated 
from the rest of the world, each (tarrying on foreign trade solely 
with the other, is, of course, contrary to fact. The trade of these 
two countries is only part of a world- wide international trade situa- 
tion, the different parts of which are always tending toward 
equilibrium. Money markets in both countries are influenced 
greatly by conditions in placets in other parts of th(' world, so that 
it is common for interest rates and price movements to move 
sympathetically in England and the United States, rather than 
oppositely, and even a slight lag is likely to be quickly corrected 
by arbitrage transactions. None the less, the forces brought out 
in the above statement — albeit in an exaggerated way — are con- 
tinually at work, and it is such forces that under normal conditions 
maintain an ord(^rly functioning of foreign exchange markets and 
prevent currency systems from breaking down as a result of 
international transactions. 


Arbitrage 

Arbitrage, in the field of foreign exchange, consists of the pay- 
ment of money from one country to another country, through 
the intermediation of a payment to and a payment from a third 
country. It is a roundabout method of payment resorted to be- 
cause it is found to be cheaper than the direct method on occasions 
where the exchanges are out of equilibrium. Obviously, equilibrium 
tends to be restored by such transactions. Sometimes there may 
be more than one intermediary country. Payments to Paris and 
Berlin are often made by remittances through London; and, in 
the past, payments from the United States to London were fre- 
quently made through Paris, and sometimes through Berlin and 
Amsterdam. 
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The character of a simple arbitrage transaction is shown in 
the following illustration, which is assumed to have taken place in 
early 1931. 

Suppose a St. Louis banker wished to remit 125,000 francs to 
Paris, and that the best rate he could obtain in St. Louis on Paris 
was 3.91 cents to the franc, so that 125,000 X 3.91 cents, or 
$4,887.50, would ha^^e been requin^d to make the rcanittance. 
Suppose that he found that demand drafts in St. Louis on London 
were selling for 4.84, and that cable reports from London gave 
the London selling rat(‘ for checks on Paris as 125 francs to the 
pound sterling. For £1,000 in London he could buy a (dieek on 
Paris for the d(‘sired amount, i.e., 125,000 francs; while at 4.84 
th(' cost in St. Louis of the eh(‘ek on London would be but $4,840. 
This is less than th(‘ $4,887.50, th(‘ cost of remitting din^ctly, by 
$47.50. From this gross profits th(‘r(‘ would b(^ slight deductions 
for commission to the London bank through which the London 
part of the transaction was c^ffc'cted, h^r re\'enuc stamps in I.(Ondon 
and for interest on ('xtra time required. 

Arbitrage banki'rs watch the international exchange^ rates very 
closely, eager to take advantage of every slight variation from 
equilibrium. Since the amounts transmitted are often large, and 
the transactions normally require but very short periods of time — 
sometimes an important arbitrage transaction (!an be effected by 
cable within a few minutes — a slight margin of profit, say, of 
1 per cent, or even less, often yields a substantial profit. 

Exchange Futures 

Most exchange contracts are “spot” contracts, that is, con- 
tracts for immediate delivery of the draft, bill or cable transfer; 
but in our principal exchange markets a large business in futures 
is continually being transacted. A future has been defined by 
Whitaker as follows : ^ 

“ . . . a contract under which one of the parties agrees to deliver, and 
the other to take a stipulated amount and kind of exchange (as £10,000 
bankers’ sight sterling) at an agreed future time, for a price (i.e., at a 
rate) determiried upon when the contract is made, hut payable on the future 
date when the exchange is aetually delivered. The motive of either party 
may be to make an outright speculation, or it may be only to make a 
hedge against some risk of exchange assumed in connection with an 

1 Whitaker, Foreign Exchange, p. 286. 
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independent transaction already put through or decided upon : and one 
of the parties may have the speculative motive and the other the motive 
of hedging.” 

Futures are more important in exchange hetw(‘en countries on 
different monetary standards, where fluctuations in rates are wide, 
than between countries on the sam(‘ standard, where the range of 
possible variations in rates is narrowly limited by the wshipping 
points. This subject will be discussed later in this chapter. 

EXCHANCxE BETWEEN COUNTRIES ON DIFFERENT 
STANDARDS 

In exchanges between a country on the gold standard and a 
country on the silver standard, or between a country on the gold 
or silver standard and one on a fiduciary money standard, or be'- 
tween two countries on different fiduciary money standards, there 
are no narrow limits of possible fluctuations like those fixed by the 
^‘gold points” in exc^hanges between two gold standard countries, 
or the “silver points” in exchanges between two silver standard 
countries. Between such countries the fluctuations in exchange 
rates that may take place arc practically limitless, and thos(^ that 
do take place within short periods of time are oftcm wide. These 
variations give rise to problems that justify a separate considera- 
tion of the exchanges between countries on different monetary 
standards. 

Exchange between a Gold Standard Country and a 
Silver Standard Country 

In exchanges between a gold standard country and a silver 
standard country, there are no fixed mint pars of exchange and 
the limits of the possible fluctuations of exchange rates vary widely 
and are fixed roughly by the market price of silver in gold standard 
countries and the market price of gold in silver standard countries. 
Since there are no limits to the possible fluctuations in these prices, 
there are no limits to the possible fluctuations in exchange rates. 
When there are no restrictions on the exportation and importation 
of gold and silver, and when coinage is free in both the gold 
standard country and the silver standard country, exchange rates 
in a gold standard country on a silver standard country move 
roughly with the gold price of silver, rising when the price of silver 
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rises and falling when it falls. In a silver standard country, sim- 
ilarly, rates on a gold standard country move roughly with the 
movements in the silver price of gold. Silver moves into and out 
of a silver standard country and into and out of the monetary 
circulation in such a way as to tend to keep the value of a given 
quantity of silv(^r approximately the same within the country and 
abroad and approximately the same in the form of coin and in 
the form of bullion. If the value of silver in the world's silver 
market goes down, more silver is shipped to the silver standard 
country and more is coined, for more money is needed to give 
expression in monetary form to this reduced value of silver, with 
the result that the price level rises. If, on the other hand, the 
value of silver in the world’s market rises, the inflow of silver to 
the mints of the silver standard countries falls off and silver coins 
are exported or melted, thereby reducing circulation and bringing 
down the price level, for, obviously, less money is needed in silver 
standard countries to do a given amount of money work when the 
value of silver, and therefore of silver money, rises. 

Since 1873, when effective bimetallism ceased to exist in the 
world, the price of silver in terms of gold has fluctuated widely,^ 
and, as a consequence, there has been great instability in exchange 
rates between silver standard countries and gold standard coun- 
tries. The evil effects on trade of widely fluctuating exchange 
rates, whether they be in silver exchanges or in paper-money ex- 
changes, are partly mitigated by the practice of exporters and 
importers of fixing their exchange forward and of the banks in 
covering forward exchange purchases by forward exchange sales, 
or by “hedging.” 

An idea of some of the evil effects of wide exchange fluctuations 
and of a common method of meeting them may be had from the 
following hypothetical illustration, adapted from the writer’s book 
on Modem Currency Reforms.^ 

1 Infra, p. 350. 

2 The only important silver exchanges in the world for many years have been 
those of China and the British colony of Hong Kong. The National Government of 
China in 1934, by placing taxes and other restrictions on the exportation of silver, 
discontinued, stricUy speaking, the silver standard in China. Furthermore, since 
the Chinese exchanges are very complicated, they do not submit themselves readily 
to purposes of clear illustration of the fundamental principles with which we are 
here concerned. For this reason I have chosen for illustration the simpler silver 
standard system that existed in the Philippine Islands at about the time of the 
American occupation. Since 1903 the Philippines for most of the time have been 
on the gold standard. During the silver standard period, exchange rates in Manila 
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Prior to 1903 the monetary unit of the Philippines was the 
Mexican silver dollar, containing approximately 79 per cent of an 
ounce of fine silver (or 85 per cent of an ounce of British standard 
silver, i.e., silver .925 fine). Under this silver standard regime, 
let us suppose that on January 1st a hemp dealer in the Philippines 
contracts to deliver a given quantity of hemp in New York by 
the fore part of April at a total price of S10,000 payable in New 
York City,^ to be forwarded so as to arrive' in New York at about 
the time of the arrival of the heanp.^ Suppose also that, at the 
time theses arrangements are beang made, the^ Manila bank\s buying 
price for such demand bills is Pfs. 2.50; that is, they will give 
Pfs. 2.50 for each dollar of the bill. At this rate, the exporter 
would receive for his hemp bill Pfs. 25,000. Assume that he knows 
at about what price he can buy tlu' h(‘mp in the Philippincis and 
that he calculates that he can buy it and deliver it in New York 
at a total cost in the Philippines of Pfs. 23,000. This would leave 
him a net profit of Pfs. 2,000. Accordingly, he buys thf' hemp as 
planned during January and February, obtaining the funds by 
means of an overdraft at his Manila bank, sc'cured by a pledge 
of the hemp as purchased. He ships it the first of March, drawing 
at th(' saiiKi tiiiK' a sight bill on the consignee for $10,000, and 
offers to sell this bill to his Manila bank. Meanwhile, however, 
let us assume that the price of silver has risen and that New York 
exchange has, theix'fore, fallen, so that the rate now for such 
demand bills is Pfs, 2.20, instead of the Pfs. 2.50 upon which the 
merchant had based his calculations. Being compelled to sell at 
Pfs. 2.20, that is, to n'ceivc' only Pfs. 2.20 for (^ach dollar coming 
to him, instead of the Pfs. 2.50 which he expc'cted, he obtains for 
his bill of $10,000 only Pfs. 22,000, instead of his estimated 25,000. 
Thus, his expected profit of Pfs. 2,000 is changed into a loss of 
Pfs. 1,000, and this, despite the fact that he bought the hemp 


were usually quoted in terms of the number of foreign money units to the Philippine 
peso, as, for example, a shilling and seven pence to the peso, or forty cents United 
States money to the peso. To simplify the illustration and avoid confusion, the rates 
will be quoted here in the form most widely used in the United States today, namely, 
the number of units of local money to each unit of foreign money, in this case the 
number of Philippine pesos and centavos to a dollar of United States money. 

1 Throughout this illustration, the dollar mark ($) will signify United States 
dollars, and the symbol Pfs. (officially used in the Philippines) will signify Philippine 
silver standard pesos. 

2 In practice such a transaction would usually have been financed through a 
sterling letter of credit opened in London by the consignee through his New York 
bank. 
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at the calculated price and definitely contracted for its sale before 
he purchased it. 

If, however, in the interim, the gold price of silver had fallen 
and the exchange had risen from Pfs. 2.50 to, say Pfs. 2.80, he 
would have received Pfs. 28,000 for his $10,000 bill, and his profit 
would have beeai increased from his expected Pfs. 2,000 to Pfs. 
5,000. The hemp exporter would thus gain by a rise in exchange 
and lose by a fall; but h(‘ would run a great risk and such risk- 
taking as this is not his business. He is a hemp dealer, not an 
exchange speculator. 

Let us take a similar illustration from the side of the importer. 
A Manila wholesak' shoe merchant buys by cable ord(T, on Jan- 
uary 1st, 5,000 pairs of cheap shoes in th(‘ United States at $2.00 
a pair, when exchange is at Pfs. 2.50. The shoes are to be delivered 
in Manila in sixty days, and the merchant is to pay for them by 
cable in New York funds thirty days after their delive.Ty. The 
local market for shoes of this kind, let \is assume, is such that the 
merchant can s(‘ll thc'in at Pfs. 6.00 a pair, which would yield 
him a gross profit of a pe‘s() per pair or a total of Pfs. 5,000. Allow- 
ing Pfs. 2,000 for expense's, he would have? a net profit on the 
transaction of Pfs. 8,000 (which would bc' equivalent with exchange 
at Pfs. 2.50 to $1,200). He closes his contracts on both sides; that 
is, he buys the 5,000 pairs of shoe's at $2.00 a pair and agrees to 
delive^r them te) Philippine retailers at Pfs. 6.00 a pair. But, during 
the next three months, let us assume, there is a substantial drop 
in the price of silver and a corresponding rise in N(*w York ex- 
change, the price of cable's rising from Pfs. 2.50 to Pfs. 3.00. The 
merchant has realized Pfs. 30,000 for the shoes, and he now goes 
to his Manila bank to purchase his cable transfer on New York 
in favor of the shoe manufacturer for $10,000. At an exchange 
rate of Pfs. 3.00, howewer, this sum costs him Pfs. 30,000, instead 
of the Pfs. 25,000 which he had counted upon in figuring exchange 
at the earlicT rate of Pfs. 2.50. When he adds to this the Pfs. 2,000 
for expenses, he finds that his anticipated net profit of Pfs. 3,000 
has been transformed into an actual net loss of Pfs. 2,000. 

Even had he not contracted in advance for the sale of the shoes 
in Manila for Pfs. 6.00 a pair, he would probably have suffered, 
because the mere fact of a rise in exchange does not make it pos- 
sible to sell the shoes at a higher price. The local currency wages 
and incomes of most persons who buy shoes have not been appre- 
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ciably affected by this sudden rise in exchange, nor is their demand 
for shoes thereby increased. In the course of tim(‘ such a rise in 
exchange (resulting from a depreciation of silver), if it were per- 
manent, would influence the supply of shcxvs on thc^ market through 
lessening their importation and thereby tend to raise the local 
currency price of shoes. But at best this influence works slowly — 
often too slowly to be of much benefit to the merchant who has 
already imported a large stock — for of imported goods like shoes 
there is usually a considerable supply kept on hand. Then, too, 
there may be the alternative of importing the goods from silver 
standard countries with which exchange has remained practically 
constant. One must not assume, as Americans thinking in terms 
of United States currency so commonly did when the Philippiiu's 
were on the silver standard, that the price of shoes would rise' 
promptly and in exact proportion to th(' fall in exchange. Th(‘ 
responsiveness of prices, even of goods imported from gold 
standard countries, was usually slow. R(‘tail and wholesale prices 
cannot fluctuate with daily, or even weekly or monthly, mov ements 
of exchange — and that is particularly true in an oriental and 
tropical country like the Philippines when' inertia and custom 
play such important rdk^s. 

If, in the above illustration, exchange had fallen to Pfs. 2.00, 
instead of rising to Pfs. 3.00, the importer would have been able 
to buy his $10,000 cable transfer to New York for only Pfs. 20,000, 
thereby raising his anticipated net profit from Pfs. 3,000 to 
Pfs. 8,000 — an increase in the net profit as m(?asured in United 
States currency from an anticipated $1,200 to an actual $4,000. 

Obviously, the fall in exchange which was so harmful to the 
exporter was pro tanto favorable to the importer; while the rise 
in exchange which was so favorable to the exporter was pro tanto 
harmful to the importer. A rising exchange stimulated exporta- 
tion and inhibited importation; a falling exchange stimulated 
importation and inhibited exportation. Either called for an ad- 
justment in currency shipments; and either tended toward a one- 
sided and artificial stimulus to trade which was not in the interest 
of healthy trade development.’ 

1 Cf., "The Influence of Falling Exchange upon the Returns Received for Na- 
tional Products." Argument submitted to the Monetary Commission of the Repub- 
lic of Mexico, April 18, 1903, by Charles A. Conant, Jeremiah W. Jenks and Edward 
Brush. Printed in Report of Commission on Int,ernational Exchange, 1903, pp. 431-- 
439. 
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Forward Exchange Contracts 

The abov(^ illustrations, although representing a common inter- 
pretation of the handicaps under which Philippine foreign trade 
was conducted during the period of the silver standard, greatly 
exaggerate those handi(‘aps. As a matter of fact, the exporter of 
hemp, unless he deliberately jdanneel to s})eculate in exchange, 
would have gone to his banlc at about the time that fie contractcid 
with the New York merchant for the sale^ oi his hemp and would 
have made a contract for the forward sale of his hemp bill at a 
de^finitej prie^e. He woulel have agreeid in January to sell his hemp 
to the New York merchant at so many dollars per bale, and at the 
same time would have agreed with his Manila bank to sell the 
dollars he was to receive in New York, i.e., his New York bill of 
exchange, at a definihi })rice in local currency, say, at a rate of 
Pfs. 2.40 to the dollar. Then, no matter what happened to ex- 
change, he would have been safe. If exchange f(;ll to Pfs. 2.20, he 
would not have suffered — that would have been the bank’s affair, 
not his If it rose to Pfs. 2.60, he would not have profited. He is 
not a speculator in silver, but a d(‘aler in hemp, and he would have 
shifted this sp(^culative risk to the shoulders of those whose busi- 
ness it is to handle risks. A similar policy would have been fol- 
lowed by the importer of shoes. When in January he made his 
contract to buy the shoes in New York for $10,000, he would have 
made a forward contract with the bank for the purchase of $10,000 
to be laid down in New York, say 90 days hen(;e, when payment 
for the shoes should fall due, at the exchange rate of, say, Pfs. 2.60. 
If, in the interim, exchange rose to, say, Pfs. 2.80, he would not 
thereby have lost, and, if it fell to, say, Pfs. 2.40, he would not 
have gained. The price at which he was to buy his New York 
dollars would have been fixed, and the risk of loss or chance of 
profit arising from exchange fluctuations would have been shifted 
to the bank. 

The bank itself, however, in making these two forward contracts, 
one for the delivery by the bank three months hence of a cable 
transfer of $10,000 on New York, and one for the delivery to the 
bank in Manila of a demand bill which would be paid in New York 
three months hence, would also have avoided the risk arising from 
exchange fluctuations. It would have ^‘hedged.” The $10,000 
bought from the exporter at the rate of a dollar for each Pfs. 2.40 
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it would have sold to the importer at the rate of Pfs. 2.60. The 
profit to the bank would have consisted in the difference between 
the buying rate and the selling rate — here, for simplicity of illus- 
tration, assumed to be much larger than would normally have 
been the case.^ 

Let us now turn to the paper mon(*y standard exchanges. 

Paper Money Standards 

Prior to th(' World War the paper money exchanges, although 
considerable in number, were comparatively unimportant, for 
the great bulk of the world’s foreign trade' was between gold 
standard countries, louring the War and for some time there- 
after, most of the world was on some form of a managed paper 
money standard. Between 1922 and 1929 nearly all of the' leading 
countries returned to the gold basis. Then, beginning in 1930, 
under the prc'ssure of th(‘ world (‘conomic crisis, a large part of 
the world again abandonc'd th(^ gold standard and at this writing 
most countries are on a depr('(;iat('d papen* money standard. The 
evils of this situation are so serious that it is reasonable to expect 
a return on the part of the heading countries to a fixed gold basis 
within a few years. For the time being, however, the paper money 
exchanges are of great importance. 

With countries on different paper money standards, there are 
no fixed pars of (‘xchange and no shipping points that correspond 
to the gold points of gold standard countries. The value of the 
paper money unit is a question of the supply of money relative to 
the demand. There are no limits to the possible fluctuations in the 
value of such inconvertible paper money d(‘t(Tmiried by the stuff 
out of which the money is made. ‘^The sky is the limit,” there- 

1 It should be repeated that the transactions were generally nothing like so sim- 
ple in practice as in the above hyi)othetical illustrations. Most of the exchange 
business at that time (but not now) was done through London and comparatively 
little directly with New York. Sterling exchange dominated the market. Exports, 
moreover, were financed largely by time bills, which were latf;r discounted in Lon- 
don, not by demand bills. The banks did not “cover” each day their forward con- 
tracts for the purchase of exchange with forward (lontracts in like amount for its 
sale. Each bank studied its own situation and nmde its forward contracts according 
to its own circumstances and its anticipation of the future silver and exchange 
market. If the bank was (Hjnservativc, it kept both sides of the account al>out 
equal, that is, it co^'ered all of its forward contracts with reasonable promptness. 
On the other hand, if it was willing to speculate — and oriental banks generally did 
speculate in exchange — it oversold sterling when it expected silver to rise, thereby 
expecting to receive its pay in an appreciating local peso; and it overbought sterling 
when it expected silver to fall, thereby expecting to pay for its sterling in a de- 
preciating local peso. 
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fore, of possible variations in exchange rates when one or both of 
the countries concerned have paper money standards — a fact 
that will be realized if one studies the fluctuations of exchange 
rates in New York on, say, Berlin or Vienna, for a few years after 
the Armistice. 

Ex(;hange rates are very sensitive prices. If a country issues 
paper money to excess, one of the first signs of depreciation will 
be a rise in exchange rates above the gold-export point, followed 
by heavy exportations of gold. Prices of most otheT things do 
not respond to excessive issues of paper money anything like as 
quickly as do the prices of foreign monetary units, such as pounds, 
francs and marks, pric(\s which we call exchange rates. Further- 
more, different classes of prices, as, for example, wholesale prices, 
retail prices, wages (i.e., the prices of labor), interest rates (i.e., the 
rental prices of capital) and rates of public service corporations, 
respond differently to the influence of increasing issues of paper 
money, as do also the prices of different artick^s within each of 
these groups.^ Giv(m sufficient time, the pricers of all goods and 
services will rise (under the influence of paper money issues) 
until they reach a new equilibrium at a kjvel at which they will 
bear roughly the same relationship to each other that they bore 
before the paper money depreciation began. But the speed with 
which different prices in a paper money country adjust themselves 
to this new equilibrium level varies greatly, and th(» prices of gold 
and of foreign moneys (i.e., foreign exchange rates) — articles 
which are bought and sold in large quantities under keen compe- 
tition in a world^s market — respond very quickly. 

It is these varying degrees of lag in the responses of different 
prices to variations in the relative volume of paper money circula- 
tion that cause the great disturbances in international trade that 
take place during periods of international monetary instability. 

A Paper Money Standard Country and a 
Gold Standard Country 

This point may be illustrated by reference to the exchange 
situation between France and the United States before the War 
and in July, 1921. In 1913 both countries were on a gold standard 
and had been for many years. Their commodity prices were, there- 
fore, in approximate equilibrium, so far as goods entering the in- 

1 Cf., pp. 246-250 and 290-296. 
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ternational markets were concerned. A franc had a gold equivalent 
of 19.3 cents United States money, so that, broadly speaking, com- 
modity prices in France expressed in francs were numerically 
about five times as high as they were in the United States where 
they were expressed in dollars. 

Th(^ value of gold (as measured by its purchasing power over 
commodities at wholesale in the United States) was about 32 per 
cent less in July, 1921 than for the year 1913. This means that, 
had France still been on a gold basis, her price level, lik(^ that of 
the United States, should have been 47 pe^r cent higher in July, 
1921 than it was for the year 1913.^ But France was on a paper 
money basis in July, 1921 and the gold value of the paper franc, 
as measured by New York exchange rates on Paris (bankers^ 
checks), averaged about 7.77 cents for the month. If French prices 
had risen from 1913 to July, 1921 proportionately to the deprecia- 
tion of the gold value of the paper franc, they would have been in 
1.47 X 19.3 

July, 1921, - — YYi — times as high as they were in 1913; 

19 3 

and they would have been or 2.48 times the July, 1921 level 

of United States prices, as expressed in index numbers. These 
figures would represent what Gustav Cassel has named ‘‘the 
purchasing power parity. Average wholesale prices in France in 
July, 1921 were actually only 3.32 times as high as they were in 
1913, and only 2.24 times as high as they were in the United States 
in July, 1921.2 Retail prices in Paris were only 3.06 times as high 
in July, 1921 as they were in July, 1914.^ Wages in general and the 
prices of a great many articles of home production had not ad- 
vanced anything like as much as had the general price level. 

Here is a situation that placed a substantial premium on ex- 
ports from France to the United States. Whereas, in 1913, we 
received a franc for every 19.3 (!ents of our money, in July, 1921 
we received 2.48 francs for this amount, but wholesale prices in 
general had only risen to 2.24 times what they were in 1913, giving 
an average additional profit due to the lag in price adjustments 
of nearly 10 per cent, and a much greater exchange profit in the 

^ If the dollar was worth .32 per cent less in purchasing power, it was a 68 per 
cent dollar as compared with 1913, and with a 68 per cent dollar prices should have 
been 47 per cent higher because the reciprocal of .68 is approximately 1.47. 

^ Cf., Index numbers of Bulletin de. la Statistique G^nSrale. 

* There was practically no change in the price level between 1913 and July, 1914. 
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numerous cases where the lag was greater than the average. This 
extra profit gave an artificial stimulus to exports from France to 
the United States, thereby tending to force up prices of home 
products in France until they were brought into equilibrium with 
the new level of exchange rates, at which time the extra exehange 
profit would disappear. 

On the other hand, this lag in price adjustments to rising ex- 
change rates seven^ly handicapped the import trade of P>ance 
with the United States. French money had a greater purchasing 
power at home than abroad. The people of France in July, 1921 
had to pay on an average 2.48 francs for 19.3 cents of United 
States money, whereas they should have paid only 2.24 francs if 
they were to get the full value of their money as measured by its 
purchasing power at home. Prices in gold standard countries 
seemed to them unreasonably high, and they accordingly tended 
to curtail their imports. This created a scarcity of goods in France 
and lessened the outflow of funds for the payment of imports, both 
of which forces tended to force up home prices to the new equilib- 
rium set by exchange ratcis. 

This retardation of imports and stim\ilus to exports would 
have been more effective in thes(' early post-war years in France 
and in other paper money countries, in restoring the price equilib- 
ria, had it not been for two impeding forces: (1) the great need 
for foreign-produced raw materials to get industry started after the 
ravages of war, and (2) the continuation by governments and by 
banks of an inflationary policy for a long time after the Armistice. 

Later, after the United States gave up the gold standard in the 
spring of 1933, and subsequently (in January, 1934) stabilized 
the gold value of her dollar at approximately 59 per cent of its 
former value, while France remained on the gold standard at the 
pre-depression gold value of the franc, the situation just described 
was reversed. In the United States the prices of gold and of French 
exchange quickly rose about 69 per cent (the reciprocal of .59 is 
1.69) above what they were in February, 1933 (the last month in 
which the United States was on the old gold standard). Commod- 
ity prices in general, however, advanced much more slowly. Be- 
tween February, 1933 and January, 1935, for example, wholesale 
prices in France declined approximately in the ratio of 100 to 
86.5, and had the wholesale commodity price index number in 
the United States “taken up the slack’' represented by the re- 
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duction of the gold content of the dollar to 59 per cent of its former 
weight, the American price index number should have been 69 per 
cent higher in January, 1935 than the corresponding price index 
number of France. Using February, 1933 as a base of 100, it 
should have been 1.69 X 86.5, that is, 146, which is 46 per cent 
above the American index number of F(‘bruary, 1933. It actually 
was only 32 per cent higher. In other words, commodity prices 
were far out of equilibrium as between France and the United 
States. Our American price level was too low for “a 59-c(^nt dol- 
lar. ’’ In terms of purchasing power gold was worth much more 
in the United States than it was worth in France. American prices 
to the Frenchman seemed low as compared with what they were 
formerly, while French prices to the American seemed high. p]x- 
ports from the United States to France were thus stimulated, and 
the French people were encouragc'd to travel in the United States 
where ‘^a franc goes much farther than it used to.'^ On the other 
hand, commodity imports from France into the United States 
were discouraged and American tourists’ travel to France was 
falling off greatly. On every side American travelers were saying 
that ‘*a dollar doesn’t go anything like so far in Paris as it used 
to.” At the same time, there was a strong flow of gold from the 
cheaper gold market, France, to the dearer gold market, the 
United States. All this tended to bring the commodity price 
levels in the two countries back into equilibrium with the ex- 
change rates, in other words, to bring back to parity the internal 
and the external purchasing power of the dollar, but this process 
takes time. 


Two Paper Money Countries 

The principle above discussed applies equally between two 
paper money countries, in one of which depreciation is more rapid 
than in the other. Temporarily, in such cases, exports are stimu- 
lated from the country with the more rapidly depreciating mone- 
tary unit and the imports to that country are retarded. A case 
in point was that of France and Germany in the fall of 1921. 
Then the rapidly declining German exchange rate in Paris stimu- 
lated the importation of German products into France and re- 
tarded the exportation of French products into Germany. 

When paper money becomes scarcer and exchange rates fall, 
there is the same sort of lag in the declines of different classes of 
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prices and of different prices in each class. At such a time the 
phenomena described above are reversed. Exchange rates in the 
home paper money country give a higher gold value to the mone- 
tary unit than that expressed in the home price level. Local 
prices are temporarily out of equilibrium with world gold prices — 
they are too high. Imports are stimulated and exports are re- 
tarded until the prices adjust themselves to the newer and lower 
equilibrium. 

All maladjustments, it should be emphasized, are but tempo- 
rary, and they automatically correct themselves unless prevented 
from doing so by artificial restrictions placed on the flow of goods, 
securities, or specie, or by progressive inflation or deflation. 
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CHAPTER IX 

THE GOLD EXCHANGE STANDARD 

The gold exchange standard is a variety of the gold standard, 
since the unit of value is the value of a fixed quantity of gold in a 
free gold market. Its outstanding characteristic is, that it provides 
for redemption of the various forms of fiduciary money in drafts 
on gold funds located abroad, rather than in gold coin or gold 
bullion at home. The gold exchange standard is a monetary 
standard that has come into prominence since the beginning of the 
present century, although instances of practices closely akin to 
those of the modern gold exchange standard are found over a 
century ago.^ At the time of the outbreak of the World War, the 
gold exchange standard was in operation in India, the Philippine 
Islands, Java, the Straits Settlements, Nicaragua and a few other 
countries. 

All varieties of the gold standard broke down during the period 
of the World War. With the world's gradual return to the gold 
standard during the decade after the War, the gold exchange 
standard became very popular, and the principles of the gold ex- 
change standard were incorporated in varying degrees in the cur- 
rency systems of a majority of the gold standard countries of the 
world. The gold exchange standard was favored by the Financial 
Commission of the International Conference held at Genoa in 1922 . 

Object of Gold Exchange Standard ' 

The object of the gold exchange standard is the extension of the 
principal advantages of the gold standard to countries not finan- 
cially able or, for other reasons, not willing to use gold coins, in 
any considerable degree, as media of exchange, or to redeem their 
fiduciary money in gold bars. The gold exchange standard is 
essentially a mechanism for providing a gold standard without a 
gold currency. Usually in gold exchange standard countries the 
money in circulation is mostly paper and silver. 

* Of., for example, the currency plan for British colonies and dependencies out- 
lined in a Treasury Minute of February 11, 1825, described by E. H. D. Arndt in his 
Banking and Currency Development in South Africa, p. 46. 
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The Principle of the Gold Exchange Standard as 
Exemplified in the Experience of the 
Philippine Islands 

Probably the nearest approach to the ‘^Simon-pure’’ gold ex- 
change standard which the world has seen was the currency of the 
Philippine Islands as it was administered from 1905 to about 
1910, under the Philippine Gold Standard Act of October 10, 1903. 
This system will, therefore, serve well for purposes of illustration.^ 

At the beginning of this period the currency of the Philippine 
Islands consisted chiefly of fiduciary silver pesos, fractional silver 
coins, minor coins of nickel and copper, silver (certificates issued 
by the Government and supported by a 100 per cent reserve of 
silver pesos held in the Vaults of the Government Treasury, and a 
few million pesos of bank notes. There was some United States 
money in circulation, but gold coin was rankly seen. Under Amer- 
ican control no Philippine gold coins were minted and those which 
had been minted many yc^ars before, under the Spanish regime, 
had long since disappeared from circulation. 

The Philippine Coinage Act, passed by the United States Con- 
gress March 2, 1903, had declared that the unit of value of the 
Philippine Islands should be a theoretical gold peso (not (joined) 
consisting of 12.9 grains of gold, .900 fine, and therefore exactly 
equivalent to 50 cents of United States gold coin, and had n?quired 
that the silver peso and all the fractional coins of the Islands 
should be kept at parity with this gold monetary unit. 

For maintaining the parity of Philippine silver coins with gold 
at this rate, the Philippine Gold Standard Act of 1903 created a 
special reserve fund known as the Gold Standard Fund. This 
fund was composed of the proceeds of a loan which the Philippine 
Government floated for the purpose, of all seigniorage profits 
realized in the coinage of the new money, and of certain other 
profits incidental to the administration of the currency. It was a 
trust fund, kept separate from all other government funds, and 
to be used exclusively for the maintenance of the gold parity of 

1 Unfortunately, for a time during later years, every fundamental principle of 
the gold exchange standard was ignored by those in authority in the Philippine 
Islands, with the result that the Philippine gold exchange standard suffered severely. 
The system was later restored, however, and tfdrjiy is functioning in a manner 
similar to that of this earlier period. Cf., E. W . Kemmerer, Modem Currency Re- 
forma, pp. 314-323 and 365-382, and George F. Luthringer, The Gold Exchange 
Standard in the Philippines. 
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the Philippine currency. The law provided that part of the fund 
should be kept in Manila and part in New York. 

For the maintenance of the parity three forms of redemption 
were provided in the law, the principal one — the only one that 
concerns us here — being mandatory, and the other two incidental 
and optional with the Government.^ The principal form of re- 
demption was in gold drafts on New York. The Philippine Treas- 
urer was directed to sell, on demand, for Philippine currency, 
drafts (in sums of $5,000 or more) on that part of the Gold Stand- 
ard Fund kept on deposit in New York banks, charging for the 
same a premium of three-fourths of 1 per cent for demand drafts 
and of per cent for telegraphic transfers. It was likewise 

provided in the law that the bank in New York, which acted as 
the depository of the Gold Standard Fund should sell drafts (in 
sums of P 10,000 or more) on that part of the Gold Standard Fund 
held in the Treasury vaults in Manila, payable in Philippine cur- 
rency, charging for them the same premium rates. 

All Philippine currency brought to the Philippine Tr(*asury for 
the purchase of exchange' on New York, pursuant to the above 
provisions of law, was required immediately to be withdrawn from 
circulation, and physically kept in the Treasury vaults. The monc'y 
so withdrawn from circulation — with certain qualifications that 
do not concern us here — could not be paid out again, except in 
response to drafts drawn by the Gold Standard P^und depository 
bank in New York, on the fund in Manila, or for the purchase of 
silver to provide a needed increase in coinage. 

The object of the sale of drafts was to provide a means for the 
maintenance of the parity, and, to that end, of automatically 
adjusting the currency supply to the varying demands of trade, 
without the necessity of introducing gold coins into circulation; 
in other words, to create “a gold standard without a gold cur- 
rency. Every legitimate function of a gold currency, except that 
of shipment to and from other countries in making international 
trade payments, could be performed as well by the Philippine 
silver and paper currency as by gold coin. In fact, this Philippine 
silver and paper currency was better adapted than gold coins 
would have been to the needs of Philippine trade and to the tastes 

» For a more detailed account of this system including an explanation of the 
other two forms of redemption, cf., the author’s Modern Currency Reforms, pp. 317 - 
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of the great majority of the Filipino people. Some provision, 
however, had to be made for the performance of this function of 
money of making international trade payments that could not be 
performed by Philippine fiduciary money. This function of money, 
or of bullion promptly exchang(iable for money on demand, is not 
only important because it provides a means by which foreign trade 
payments are made, but it is still more important because it is 
through the performance of this function that the currency supply 
is adjusted to the currency demand, and that the parity of the 
currency is maintained by a reduction in the circulation in times 
of relative redundancy of th(‘. currency and an increase in times 
of relative scarcity. 

When, in the trade |imong gold standard countries, the balance 
of payments becomes strongly unfavorable in one of them, ex- 
change rates rise to the gold-export point, registering a relative 
redundancy of the home currency, and gold is exported. Likewise, 
when in the trade among gold standard countries the balance of 
payments becomes strongly favorable in one of them, exchange 
rates fall to the gold-import point, registering a relative scarcity 
of the home currency, and gold is imported. All the expenses of 
shipping gold, including packing, cartage, freight, insurance, in- 
terest and loss from abrasion are borne by the shipper. 

Under the gold exchange standard, as it existed in the Philippines 
in 1905, this fundamental principle was recognized. The premium 
charged by the Government in Manila for dollar exchange on 
New York, and the premium charged by the Government’s de- 
pository bank in New York for peso exchange on Manila, were 
fixed to represent as nearly as possible the actual commercial 
costs of shipping gold bars between the two cities.^ 

When, for example, exchange rates in Manila on New York rose 
to the gold-export point, the actual gold was not exported, as it 
would have been under similar circumstances in the United States, 
and other gold coin or gold bullion standard countries, but the 
Philippine Government gave the would-be gold exporter, in ex- 
change for his Philippine currency in Manila, a draft entitling him 
to the gold credit in New York, and charged him as a premium 

^ Shortly after the Philippine Gold Standard Act was passed, the rates charged 
in New York for peso exchange on Manila were reduced, to prevent settlements 
being made by the shipment to Manila of United States paper currency, which 
could be imported into the Philippines more cheaply than could gold bars and which 
circulated in the Islands. 
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for the draft simply the amount which the actual exportation of 
the equivalent in gold bars from Manila to New York would have 
cost him, had he exported the gold himself. 

The Philippine pesos paid to the Government for the draft (ex- 
clusive of the premium) were equivalent to the amount of gold 
he would have shipped. They (including the premium charged) 
were withdrawn from circulation by the Government and stored 
away in the vaults of the Gold Standard Fund— a procedure which 
reduced the circulation of Philippine currency as effectively as 
the actual exportation of an equivalent amount of Philippine coins 
would have done. 

When, on the other hand, exchange rates in Manila on New 
York fell to Manila\s gold-import point (which would mean that 
in New York rates on Manila had risen to New York’s gold-export 
point), the depository of the Philippine Gold Standard P\md in 
New York gave the would-be gold exporter in New York, in ex- 
change for his gold (or its equivalent in United States currency) 
a draft entitling him to the equivalent in Philippine pesos laid 
down in Manila, and charged him (for the credit of the Philippine 
Gold Standard Fund) a premium sufficient to cover the expenses 
that he would have incurred under the gold coin standard, had 
he actually shipped the equivalent in gold bars from New York 
to Manila. When the drafts on the Gold Standard Fund were 
presented in Manila for payment, they were paid in pesos, physi- 
cally withdrawn from the vaults of the Gold Standard Fund, and 
this payment increased the Philippine currency circulation as truly 
as would the importation into the Islands of an equivalent amount 
of Philippine gold coins. 

The system was just as automatic in its regulation of the money 
supply to the needs^ of trade as a gold coin or gold bullion standard 
would have been, although there was no gold coin in circulation 
in the Philippines, and no gold reserve was required there. Aside 
from such official transfers as those for the army and navy (which 
in practice interfered somewhat with the perfect functioning of 
the system), the Government had nothing to do with commercial 
exchange, except at the gold (or currency) shipping-point rates. 
These points represented the limits of fluctuation in the gold ex- 
change value of the peso which the Government imposed. When 
exchange rates rose to the gold-export point, the Philippine Gov- 
ernment virtually said: “So far they may rise and no farther. A 
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further advance would signify a depreciation of our peso below 
its legal gold par if we were on a gold coin standard, and it will 
be so interpreted under the gold exchange standard; therefore, we 
will sell on demand gold drafts on New York (in sums of $5„000 
and multiples thereof) in unlimited quantities at theses gold-export- 
point rates, and will relieve the currency redundancy by with- 
drawing from circulation the pesos paid to us for these drafts/^ 
On the other hand, when exchange rates in Manila fell to the gold- 
import point (later the United States paper currency import point), 
the Government virtually said: ^^So far they may fall and no 
farther; a further decline would signify an appreciation of our 
peso above its legal gold par if we were on a gold coin standard, 
and it will be so interpreted under the gold (exchange standard; 
therefore, we will sell on demand pesos laid down in Manila (in 
sums of P10,000, and multiples thereof) in unlimited quantities 
at these gold (or currency) import point rates, to be paid for by 
gold or its equivalent in New York. This will relieve the currency 
scarcity in the Islands by pouring pesos into circulation from the 
Gold Standard Fund.” (commercial exchange rates, therefore, 
could not rise or fall appreciably beyond these respective limits; 
and between them the Government had nothing to do with ex- 
change. That was the exclusive field of the banks. 

Advantages of Gold Exchange Standard' 

The advantages of the gold exchange standard over a strict 
gold standard for a country like the Philippines are twofold. 

First is the advantage previously mentioned, that the gold ex- 
change standard enables such a country to have a circulating 
medium of the kind best adapted to its needs. Gold coin is not 
well fitted to the needs of a country the great bulk of whose trans- 
actions are small. Silver and paper are much better. 

The second advantage is that of economy, and this is a matter 
of great importance for many countries, which cannot afford the 
luxury of a gold coin or even of a gold bullion standard. Although 
possibly a larger gold reserve is needed under the gold exchange 
standard than would be needed under a strictly gold coin standard 
in a country having a large circulation of gold coin along with its 
fiduciary money, the net expense is not proportionately so large. 
This is true for several reasons: (a) The money of circulation is 
all fiduciary money and therefore much less expensive than if a 
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large part of it were full-weight gold coins. No gold coin and no 
gold bars are hoarded, and no gold reserve is maintained in the 
country to meet the possible demands of would-be hoarders. Con- 
version of local money into gold is made only through foreign 
drafts of which the minimum amount sold is th(? equivalent of 
$5,000. (b) Under the gold {‘xchang(^ standard the reserve is more 
effective than under tlie gold coin standard, being all in one reser- 
voir (e.g., the Gold Standard Fund), where ev(‘ry dollar (^an be 
immediately used in time of need ; when'as gold coin in circulation 
and gold bars in private hands may be difficult to mobilize in 
emergencies, for the very emergency that cn'ates tlu^ demand for 
the gold is lik(4y to cause the i)ubli(^ to cling to it more' tightly, 
(c) The premiums realized by the Govc^rnment on (‘xehange or- 
dinarily yield the reserve fund a good profit. For example, the 
premiums on excdiange realized by the Philippine Governnu'nt for 
the six fiscal years 1905-1906 to 1910-1911 were PI, 106,768 on 
an average circulation of about P4 1,700,000. (d) Part of the re- 
serve fund is capable of earning inter(‘st — namely, that part de- 
posited abroad. The Philippine Gov(‘rnm(mt, for example, realizt'd 
as high as 4 per cent on that part of the Gold Standard Fund 
kept on deposit in the IJnib'd States, and its interest (warnings on 
that part of the fund for thf^ five years ending June 30, 1910, 
amounted to Pl,437,942. 

Except under unusual circumstances, the reserve fund under the 
gold exchange standard continually increases in amount. This is 
true, because (aside from the slight expenses connected with the 
currency administration that are usually (charged to the reserve 
fund) money is never paid out of the fund except in return for 
a larger sum paid in, A demand draft on New York for $10,000 
sold in Manila by ihe Government, when the premium was three- 
fourths of 1 per cent, reduced the fund in New York by $10,000, 
but increased the fund in Manila by P20,150; and, vice versa, a 
Ne^v York draft on the fund in Manila for P20,000 decreased the 
fund in Manila by P20,000, but increased the fund in New York 
by $10,075. When the fund is temporarily reduced for the pur- 
chase of silver (or nickel or copper) to meet the need of new coin- 
age, the fund is later increased by the amount withdrawn and 
by the net seigniorage profit on the coinage in addition.^ 

^ Losses incurred on the recoinage of worn coins are usually chargeable to the 
reserve fund, but this item is small when all the coins are fiduciary, as they usually 
are in gold exchange standard countries. 
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The only tinnes when the reserve fund is materially depleted in 
amount (aside from remotely possible losses by th(ift or })y failure 
of the depository bank or banks) are times of extreme business 
depression, when, because of a great decline in business, the cur- 
rency needs of the country may fall off decidedly and remain far 
below normal for a considerable period of time. Under such con- 
tingencies, the silver peso reserve in Manila (continuing our illus- 
tration) might be greatly increased as a result of continually heavy 
purchases in Manila of drafts on New York, and the gold part of 
the fund in New York might be correspondingly depleted by the 
payment of these drafts. If the depression were so severe that 
the movement was not checked by the usual forces before the 
danger point were reached, the gold fund in New York could be 
replenished through the forward sale in New York by cable from 
Manila of a few million ounces of silver to be obtained by the 
Government through the breaking up of th(^ excess pesos held in 
the peso part of th(' fund in Manila. The gold procec'ds of this 
sale of silver bullion would be deposited to the credit of the fund 
in New York. Here the fund would suffer a loss of the difference 
between the nominal or money value of the pesos broken np and 
sold and the price obtained for the silver bullion, to which would 
be added the expenscis of the transaction. It would be the opposite 
of a seigniorage profit — a sort of negative seigniorage. Such a 
measure would be adopted only as a last resort, and the ne(^d of 
doing so would be evidence that for existing trade needs too many 
pesos had been coined. 

Under ordinary circumstances the depletion of the gold fund 
in New York would be checked before it had gone far by forces 
analagous to those that prevent an undue exportation of gold from 
a gold coin or gold bullion standard country. They are notably: 
(1) a tightening of the money market in Manila through the with- 
drawal from active circulation and from bank reserves of the large 
quantities of pesos physically deposited in the Gold Standard 
Fund’s vaults in Manila; (2) the stimulus given to merchandise 
exports by the prevailing high exchange rates; and (3) the re- 
tardation of merchandise imports caused by the same high rates. 

The Qualified Gold Exchange Standard 

A qualified form of the gold exchange standard, which assumed 
great importance after the War, is one that is administered not by 
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the government but by the central bank. In this form, the prin- 
cipal money of the country consists of notes issued by the central 
bank, and the only central reserve used for maintaining the gold 
parity of the currency is that of the central bank, a large part of 
which is kept in foreign financial centers, such as New York and 
London, in the form of bank deposits and of highly liquid, short- 
time paper, such, for example, as bankers’ acceptances. Under 
this system, the central bank obligates itself to sell drafts on say 
New York, at all times on demand, at the gold-export point, and 
provides for the sale of drafts by its agent in say New York, on the 
central bank at home, at all times on d(‘mand at the gold-import 
point. These gold points mark the limits, as in the gold coin or 
gold bullion standard, beyond which exchange is not permitted to 
go. Between these* i)oints, the* central bank, like any other bank, 
may, of ce)urse, conduct an ordinary foreign exchange business. 

Under this system, in order to assure* a contraction of the cur- 
rency when heavy sales of drafts at the^ gold-export point are 
depicting the gold reserves held abroad, the law usually provides 
that the central bank must pay a tax which increases progressively 
as its percentage* of gold re\serve*s declines below a certain point, 
and that the equivalent e)f this tax must be added to the bank’s 
discount rates. These requirements tend to enforce a contraction 
of the currency when the currency is relatively redundant and 
when, under the gold coin or gold bullion standard, currency con- 
traction would be effected by gold exports. Under such require- 
ments, the central bank can expand its credit and increase its 
note circulation, when its reserves are low and declining, only at a 
progressiv(*ly increasing (*xpense to the borrowers and at a pro- 
gressively declining rate of profit to itself. 

Peru’s Qualified Gold Exchange Standard of 1931 

The following provision of the Law of 1931 creating the Central 
Reserve Bank of Peru — a law which has since been modified in 
certain particulars under the influence of the economic depression — 
will serve as an illustration of a typical qualified gold exchange 
standard. 

The Central Reserve Bank of Peru had a monopoly of the note 
issue privilege in Peru and was required by law to maintain the 
parity of its notes with gold at the rate of the equivalent of 28 cents 
United States gold to the, monetary unit, the sol. For this purpose, 
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the Bank was required to maintain “a normal legal minimum re- 
serve of 50 per cent of its notes outstanding and deposits com- 
bined.” Aside from a small amount of silver coin which might be 
included, the reserve consisted of ‘‘any or all of the following 
items” in such proportions as the Board of Directors may decide: 

(1) gold bars and gold (join in Peru, and “earmarked” gold held 
in banks of high standing situated abroad; (2) deposits payable 
in gold or its equivalent on demand in banks of high standing in 
New York and/or London; (3) bankers’ acceptances of high stand- 
ing maturing in not more than ninety days from the date of ac- 
quisition by the Central R(*serve Bank of Peru and enjoying a 
ready market in New York and/or London. (Not more than two- 
fifths of the normal legal minimum reserve could be invested in 
this form.) 

The notes of the Bank were redeemable on demand at the Bank’s 
head office in one or both of the following forms, the particular 
form or the proportion of the two forms in which redemption was 
made being at the option of the Bank: (1) gold bars at parity; 

(2) demand drafts on New York or London, payable in gold or 
the equivalent. On said drafts the Bank was permitted to charge 
premia above the gold parity of the sol with th(j United States 
gold dollar and the pound sterling respectively, which did not 
exceed the amount nec(^ssary to cover all expenses involved in 
shipping gold bars in substantial quantities from Lima to New 
York or London, as the case might be. 

The law also required that “to avoid appreciation in the gold 
value of the Peruvian monetary unit, the CcJiitral R(jserve Bank 
of Peru shall pay out its own notes on demand in exchange for: 
(a) gold bars of approximately 100 per cent fineness” and foreign 
gold coins at their gold parity weight in pure gold ; and (b) against 
foreign gold credit paid to the account of the Central Reserve 
Bank’s legal reserves in the banks of New York and London in 
which the Bank maintained such reserve accounts; “Provided, 
that, for each payment of notes in Lima against the aforementioned 
deposits abroad of gold and its equivalent, the Bank may charge a 
premium sufficient to cover the expenses that would be involved 
in shipping gold bars in substantial quantities from said foreign 
cities to Lima.” 

The Peruvian Law provided a tax on reserve deficiencies, the 
rate of which increased progressively as the reserve declined below 
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the normal legal minimum of 50 per cent. Whenever this reserve 
deficiency tax was imposed, the Law provided that there should 
be added to the respective rediscount rates, discount rates and 
interest rates charged by the Bank, in addition to whatever in- 
crease in such rates might be necessary to raise the lowest rate to 
7 per cent per annum, a percentage' equal to at least one-half of 
the percentage rate' of the tax imposed upon the rese^rve deficiency. 
This tax and these enforced advances in the Bankas dis(;ount 
rates, it will be observed, put progressive brakes upon currency 
and credit inflation. 

The gold exchange' standard, as we have noted, possesses certain 
real advantages o\'(‘r the gold coin or the gold bullion standards. 
It is less expensive, in that it avoids the tying up in central Imnk 
vaults or government vaults of proportionately siu'h large reserves 
of gold as does the gold standard, reserves that do not yield a 
return in interest, and in that it makes difficult the obtaining of 
gold for hoarding, which so often involves an economic waste. In 
economizing the use of gold, the gold exchange standard not only 
serves the country which adopts it, but may well rendc'r an interna- 
tional public service in the future, if we should reach a time, as 
som(' fear, when the wo^Id^s gold production shall prove inadequate 
for the world\s monetary needs. For many countries, particularly 
those in which re\ olutionary upheavals are likely to be frequent, 
the gold reserve of the ccmtral bank would actually be safer if 
kept abroad than it would be if kept in the central bankas own 
vault at home. 

Disadvantages of the Gold Exchange Standard 

Despite these obvious advantages, the gold exchange standard 
has, since the economic crisis of 1929, lost much of the prestige 
which it formerly enjoyed. The principal criticisms that may be 
raised against it are the following. 

(1) In effecting an economy in the use of gold, critics claim that 
it often carries too far the pyramiding of gold reserves. Take, for 
example, a small country on the gold exchange standard in which 
the normal legal minimum gold reserve of the central bank against 
its notes and deposits is 40 per cent and in which commercial banks 
are required to maintain in the central bank deposited reserves of 
15 per cent against their own demand deposits. Assume that the 
demand deposits of the commercial banks of the country are $100 
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million and that the bank notes outstanding issued by the central 
bank are likewise $100 million. 

If the central bank were required to hold its entire legal gold 
reserve in its own vaults, it would need $40 million in gold reserve 
for its notes and $6 million (40 per cent of $15 million) for its 
deposits, a total of $46 million, or an average gold reserve against 
central bank notes outstanding and demand deposits of commer- 
cial banks combined of 23 per cent. 

Assume that, under the gold exchange standard, the central 
bank is permitted to k(‘ep all of its own normal legal minimum 
reserve in a New York City national bank and that it actually 
do(‘s so. Th(‘ $40 million reserves required against the notes would 
be deposited in the New York City bank, which, under American 
law, would hold against this deposit a 13 per cent reserve, or $5.2 
million; but this reserve would b(* in the form of a deposit in the 
New York Federal Reserve* Bank, against which the New York 
Federal Reserve Bank would be required by law to hold a reserve 
of 35 per cent in lawful money, which we will assume* te) })e* ge)ld, 
as in practice it would largely have bee*n prior to 1933. Thirty- 
five per cent e)f $5,200,000 is $1,820,000. The ae*tual gold reserve 
‘‘held semiewhere” against the $100 million of bank notes emt- 
standing in the ce)untry having the* gold (exchange standard would, 
therefore, be 1.82 per cent, as contrasted with the 40 per cent 
required under the gold coin or gold bullion standard. 

As regards deposits, the* ceuitral bank in the gold exchange 
standard country would deposit its $6 million gold reserve* in the 
New York City national bank, which would, in turn, maintain a 
13 per cent reserve against this deposit, or $780,000. This reserve, 
however, would be in the form of a demand deposit in the New 
York F(*deral Reiser ve Bank, against which that Bank would be 
required to hold a reserve of 35 per cent, or of $273,000. The 
amount of gold reserve “held somewhere, therefore, against the 
$100 million of deposits in the commercial banks of the gold ex- 
change standard country would be $273,000, as contrasted with 
$6,000,000 under the gold coin or gold bullion standard. The decline 
would have been from 6 per cent under the gold coin or gold bullion 
standard to less than .3 per cent under the gold exchange standard. 

Combining note liabilities of the central bank and deposit lia- 
bilities of the commercial banks, the percentage of gold reserve 
actually held somewhere under the gold coin or gold bullion 
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standard would have been 23, and under the gold exchange stand- 
ard 1.0465 — a percentage nearly 22 times as large under the gold 
coin or gold bullion standard as under the gold exchange standard. 

Of course, this estimate needs certain qualifications, to give an 
accurate picture. The commercial banks of the gold exchange 
standard country would in practice have kept some till money in 
addition to their deposited legal reserve and the central bank would 
likewise in practices have kept some till money at home (in addition 
to its available unissued bank notes) and would normally have 
kept a deposited reserve abroad somewhat in excess of the 40 
per cent legal requirement. Furthermore, the New York City 
bank would normally have held a reserve somewhat above the 
legal requirement and the New York Federal Reserve Bank would, 
in turn, usually have carried a gold res(*rve very substantially 
above the normal legal minimum. It should be remembere^d, 
however, that, under th(‘ gold coin or gold bullion standard, some 
excess reserve likewise would also have been kept. 

The illustration is a fairly representatives one and, when all 
necessary qualifications are made, probably does not much exag- 
gerate the greater degree of pjTamiding which is done under the 
gold exchange standard than under the gold coin or the gold bullion 
standard. In some qualified gold exchange standard countries the 
law permits only part of the legal gold reserve of the central bank 
to be held on deposit abroad and requires part — sometimes a 
major part — to be maintained in physical gold at home or in 
earmarked gold abroad. In such countries the amount of gold 
legally required to support a given volume of notes and deposit 
liabilities is substantially increased over that required in countries 
where all the legal nsserve may be a deposited reserve. 

(2) The second objection to thes gold exchange standard is, that 
it does not automatically function so effectively, that is, does not 
set up as efficient a set of forccss of checks and balances in “the 
foreign country as do(ss the gold coin or the gold bullion standard. 
In the home country, the gold exchange standard may be as 
automatic and as efficient in its functioning as the gold coin or 
gold bullion standard, but not in the foreign country. Under the 
gold coin or gold bullion standard, one country exports gold at 
its gold-export point and another country receives the gold at its 
gold-import point. The currency is contracted in the country 
exporting the gold and expanded in the country importing it. 
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Under the gold exchange standard, the currency is normally con- 
tracted in the country selling the drafts on its gold standard re- 
serve located abroad, but is not expanded in the country in which 
the reserves are held. Furthermore, when exchange goes to the 
gold-import point, the currency of the gold exchange standard 
country is normally expanded under the gold exchange standard 
as effectively as it would be under the gold coin or gold bullion 
standard, but the currency of the foreign country in which the 
bank is located that holds the gold reserve is not decreased when 
the bank sells a gold exchange standard draft on the gold exchange 
standard country. In the foreign country these operations usually 
mean merely the debiting of one bank deposit account and the 
crediting of anothcT.^ 

(3) A third objection — or more correctly, a group of objections — 
to the gold exchange standard grows out of the fact, that the gold 
reserves of a country are less in control of its own authorities when 
the reserves are deposited or otherwise invest(xl abroad than when 
they are kept physically in the home country. This fact may 
mean sometimes greater insecurity for the gold reserves. 

The legal title to gold in a central bankas own vaults resides in 
the bank and the gold itself is in the bank’s own control. The 
legal title to the bank’s gold reserves that are deposited in a foreign 
bank (aside from ‘‘earmarked” gold) resides in that foreign bank 
and the home central bank is merely a creditor of the foreign 
bank for the amount deposited on deposit account. The foreign 
bank invests the funds and usually invests them in the country 
where it is located. If the foreign bank fails, the home central 
bank merely participates in the ultimate distribution of the assets 
pro rata like any other creditor. Furthermore, the foreign deposit 
is payable in the money of the country in which the depository 
bank is located. If that country’s currency should depreciate, the 
depositing central bank would lose. In this way, many gold ex- 
change standard countries suffered severely — the losses amounting 
to tens of millions of dollars — ^when England suspended gold pay- 
ments in September, 1931 and their deposited gold reserves sud- 
denly ceased to be payable in gold and became payable in a greatly 
depreciated paper pound. Similar losses by foreign central banks, 

1 For a further elucidation of this difficulty, the reader is referred to the Report 
of the Gold Delegation of the Financial Committee of the League of Nations, 
pp. 13 and 14. 
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although on a much smaller scale, were suffered when the United 
States gave up the gold standard in 1933. These experiences were the 
greatest shock which the gold exchange standard had ever received. 

Moreover, the deposits in any country representing the reserves 
of foreign central banks are likely to be highly volatile. The 
amounts of the individual deposits are usually large and are or- 
dinarily concentrated in a few markets, notably New York and 
London. Most of them, furthermore, are demand deposits. Heavy 
pressure for gold redemption (purchas(‘ of gold standard reserve 
drafts) often arises suddenly, pt'rhaps from an economic or political 
crisis, so that the large calls upon gold rescTves (cannot always be 
anticipated by the depository banks. If the crisis should be in- 
ternational in character, the strain upon gold reserves deposited 
in a world money market would be still further aggravated. This 
sort of drain on London was the immediate cause of the break- 
down of the gold standard in England in the autumn of 1931. 
Two generations ago, the eminent British economist, Walter 
Bagehot, aftc^r saying that recently London had become the sole 
great settling-house of exchange transactions in Europe, added, 
“and we may reasonably presume that in proportion as we aug- 
ment the deposits of cash by foreigners in London, we augment 
both the chances and the disasters of a run upon England.^' 
Another phase of the problem is the claim, that funds in a foreign 
market will always be administered with primary reference to the 
needs of that market rather than to the needs of the country which 
deposited the funds. Th(‘se needs are sometimes in conflict. India, 
for example, with its qualified gold exchange standard, normally 
had very large reserve funds in the London market. The imme- 
diate interests of the London market as to discount rates, sale of 
Council Bills and other financial policies were very different on 
occasion from those of India in relation to India^s enormous re- 
serves. This was the source of vigorous criticisms on many occa- 
sions by Indian economists and financiers. For example, S. V. 
Doraiswami a few years ago said: ^ 

“ . . . the three hundred and fifteen, millio7is of Indians do not exist for 
the benefit of Londori hankers. . . . This manipulation of India’s exchange 
and currency, not for the benefit of India but solely for the benefit of London 
joint-stock bankers exchange bankers and bullion dealers should no longer be 
tolerated.” 

1 Indian Finance. Currency and Banking, pp. 36-37. 
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Then there is the matter of political risk. A country naturally 
hesitates before locating its gold reserve — the foundation stones 
of its currency and credit system — in a foreign country. What 
would happen, it asks, if the country in which our gold reserve is 
located should go to war with us? Would it not at once seize our 
gold reserve and bring down in a crash the currency and credit 
structure built upon it? The experiences of the Gn^at War were 
not very reassuring on this point. It is a point that has been fre- 
quently stressed in discussions of the gold exchange standard for 
China. Of course, this danger ordinarily does not apply in the 
case of a colony or dependency w^hich keeps its reserve in the 
mother country, and it has little weight in cases where danger of 
war between the two countries is remote. 

Future of the Gold Exchange Standard 

The gold exchange standard has certain decided m(‘rits, of which 
economy is the most important. It also, as w(‘ have' just seen, has 
certain shortcomings. Its futures is in doubt. Probably, however, 
it will continue to be used extensively by smaller states and by 
colonies and dependencies, and will be to a large exte^nt given up 
by the great nations of h^urope. The practice followed by many 
countries on the qualified gold exchange^ standard — for example, 
Germany, Poland and Colombia (from 1923 to 1930) — of requiring 
a certain proportion of the gold revse'rve to be kept physically in 
the fe)rm of gold will pre>bably be increasingly followed in the 
future. It is, moreover, desirable that the peculiarly volatik' char- 
acter of deposited foreign gold standard reserves be reengnized 
both by law and by banking practice. Banks holding sucdi de- 
posited reserves should be required to maintain against them 
larger percentages of reserves than they are required to hold against 
ordinary domestic deposits. As in the past, these reserves will be 
deposited chiefly in commercial banks, rather than in the central 
bank, because of the all-important fact that commercial banks can 
pay interest on such deposits, while it is generally considered un- 
sound banking policy for a central bank to pay such interest. 
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CHAPTER X 


THE FRENCH ASSIGNATS 

The French Assignats of 1789-1796 are the classical example of 
a fiduciary paper moru*y standard. Here, in th{‘ brief space of 
seven years, Francci made a series of experiments with })aper 
money in which most of the numerous de\ ic('s that th(^ world 
has invented down to the pres(‘nt time for preventing th(‘ depre- 
ciation of inconvf'rtible paper money W(‘re tried and tric'd vigor- 
ously. Many of the monetary jmnaceas so widt'ly advocated in 
the United States during the economic depression of 1929-1935 
were tried out in France' during these years. 

To the student of monetary science it is an illuminating chapter 
in monetary histe^ry, although as “a laboratory expe'rimenC’ it 
suffers from a lack of much of the important data which advanced 
countries now have and wdiich are* so desirable as aids in interpret- 
ing such monetary {'xperiences -sue'h data as index numbers of 
prices, wages and the physical volume of production, and figures 
for volume of credit, interest rates and trade movements. 

Conditions Preceding the Issue of the Assignats 

France, during the greater part of the eighteenth century, had 
both silver and gold in cirenilatioii, but silver greatly preponder- 
ated. In 1726 the legal ratio had been fixed at I tjg to 1, but this 
ratio had for some time undervalued gold, and had led to its 
gradual disappearance. In 1785, tlu'refore, the ratio was changed 
to approximately 153-2 T the object of attracting more 
gold; and the (existing gold coins were recoined at this ratio. 
The metallic monetary unit was the silver livre (franc), which 
was divided into 20 som. Gold w^as coined by the Government 
and circulated along with silver, but there was no free coinage of 
gold. The system was that of a dual currency. 

The year 1788 was economically unfavorable for France. A hail 
storm had severely damaged the crops, and manufacturing in- 
dustries were depressed, while the Government’s finances were in 
a weak condition. Grain transactions were being regulated by the 
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Government and coined money was being widely hoarded. At 
about this time the amount of money in circulation, including 
that in hoards, was estimated at approximately two billion livres. 

The immense proportion of the nation’s w^ealth in the hands of 
the privileged classes consisting of the Church and the nobility — 
classes whose members amounted to something like 270,000 out 
of a total French population of about 25 million — w^as increasingly 
arousing the jealousy and exciting the wrath of the populace. 
The estimates of M. de la Gorce place the wealth of the Cluirch 
in 1789 at approximately three billion livres and the annual in- 
come at about 85 million livres. But this sum ‘'was nearly doubled 
by the dues levied on the faithful . . ' The State, being in 

severe financial straits, seized this vast Church property in Oc- 
tober, 1789. 

Threatened by war from abroad, facing a popular upheaval at 
home arising in part from excessive taxes, and suddenly coming 
into possession of such a valuable domain, the State naturally 
looked about for some method of “cashing in” on its new posses- 
sions. Obviously, it could not sell the lands on any large scale, 
for the very Revolution that led to their seizure^ was threatening 
the property and security of the wealthy classes — the only pc^ople 
who would normally have the m(^ans of buying. The return to be 
received by the State’s w^orking the lands itself would be uncertain 
and slow. What could be more natural under such circumstances 
than proposals that the Government provide itself with revenue 
by issuing paper money on the security of these lands? 

It is true that a couple of generations before France had suf- 
fered disastrously from John Law’s paper money schemes and 
that after that experience her people were determined never 
again to be drawn into the paper money whirlpool. Of this expe- 
rience, Andrew D. White said: ^ 

“ . . . There were then sitting in the National Assembly of France 
many who owed the poverty of their families to those issues of paper. 
Hardly a child in the country had not heard the men who issued that 
paper cursed as the authors of the most frightful catastrophe France 
had then knowm. It was no mere attempt at theatrical display, but a 
natural impulse, which led a thoughtful statesman, during this debate, 
to hold up in the Assembly a piece of paper money, and to declare that 
it was moistened with the blood and tears of their fathers.” 

* Madelin, Louis, The French Revolution, p. 8. 

* Paper Money Inflation in France, p. 5. 
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The memory of people, however, is short. They may remember 
yesterday, but they forget the day before. In nothing is this 
more true than in regard to paper money disasters. Conditions 
are always “so different” that the “previous experiences afford 
no lessons.” And this is what happened in France. 

The first serious thr(^at of paper money was an edict of the 
King dated August 16, 1788, creating a form of short-time, interest- 
bearing paper, intended to circulate as rnomy. It met such a 
storm of public protest, however, that it was revoked within a 
month. Thereafter, for the better part of a year, fre^quent sug- 
gestions of paper money encount(‘red vigorous opposition. With 
the outbreak of the Revolution, however, the advocates of paper 
money became much jstronger and the opposition gradually 
weakened. 

Mirabeau, who previously, as an opponent of paper money, had 
declared: “Paper money is a hold-up, or a loan mad(' at the point 
of the sword,” now became one of its strongest advocates. He 
could see no other way effectively to finance the early stages of 
the Revolution, and he urged vigorously the issiK^ of paper money, 
despite dire proplu^sies of disaster on the part of the opposition. 
Of this advocacy the historian, von Sybel, says: ^ his “only object 
was to gain breathing time for the formation of a strong govern- 
ment.” 

The popular argument, which has been almost universally put 
forth throughout history, when paper money issues have been 
under consideration — the argument of money scarcity — was re- 
peatedly advanced. Every man knew that he himself did not 
have enough money, and, from this fact, the conclusion was 
natural that there was not enough money in circulation. Clavi^re 
maintained that there was an urgent need for more money 
in circulation, and Martineau said that business was stagnant 
and that the sole cause was lack of sufficient money in cir- 
culation. 

First Issue of Assignats 

The first issue, which was for 400 million livres, was decreed 
by the National Assembly December 19, 1789; the second issue, 
also for 400 million livres, came in April, 1790; and, by the end of 

' von Sybel, Heinrich, History of the French Revolution, in four volumes, trans- 
lated by Walter C. Perry, Vol. I, p. 146. 
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1791, the total amount iswsued (less the amount withdrawn and 
burned) was 1,490 million livres. 

According to White, ^ the Assignats 

“were engraved in the best style of the art. To stimulate loyalty, the 
portrait of the King was placed in the centre; to stimulate patriotism, 
patriotic legends and emhiems surrounded him ; to stimulate public 
cuf)idity, the amount of interest which the note would yield each day 
to its holder was ])rinted in the margin; and the whole was duly garnished 
with stamf)s and signatures, showing that it was under careful registra- 
tion and control.^’ 

Being interest-bearing, these early As.signats were not a true 
form of paper money. They w(‘re for the most part in large de- 
nominations; namely, in notes of 1,000, 500 and 200 livres, r(‘spec- 
tively. Th(' need for moiu^y of snialk'r denominations for ordinary 
retail trade' and wage's had to be met for some time by small de- 
nominations of coined money and by hilleLs de confiance — a form 
of paper money issuc'd in small demomi nations by various muni(*i- 
palities. Dc'crees of October, 1790 and May, 1791 authoriz('d issues 
of Assignats in denominations of 50 and 5 livn's. By Dectanber, 
1791, however, the agitation for Assignats of the smaller denomina- 
tions had become so strong that th(^ Assembly approved issues in 
denominations of 50, 25, 15 and 10 sous. 

Eauly Issues Bore Interest 

The Assignats of th(‘. first issue bore inter(3st at th('. rate of 5 per 
cent per annum, and they were not legal tender. The Assignats 
of the second issue, that of April 17, 1790, wen' made higal tender, 
but, since they bore inb^rest at 3 p(*r cent pc'r annum, th(*y had a 
substantial investnuait character. After Octolx'r 1, 1790, the pay- 
ment of int('rest on all Assignats ceased, and, from that time for- 
ward, the Assignats were full-fledged paper money. 

Assignats Secured by Land 

For the security of the Assignats, the vast domains of the 
Church lands were pledged, and, at a lat('r date, to these pledged 
domains were added the seized domains of thc' mnigres. The Assig- 
nats were made redeemable in these lands. When paid in for the 
purchase of State lands, they were to be withdrawn from circula- 
tion and destroyed. Mirabeau maintained that the Assignats 

^ Op . cit ., p. 7. 
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were in their essentials bills of exchange, payable in land at sight, ^ 
were ^‘in essence territorial,” ^ and were representations of the 
national domain, which itself is the foundation of wealth.” In the 
debate in August, 1790, Chabroux said: 

^‘The Assignats are of the essential symbol of the land which is the 

source of all value. . . . Therefore it is evident that the creditors of 

the State will not suffer loss from accepting them.” ^ 

As the Revolution progressed and it became increasingly im- 
portant for its success that the financial interests of th(^ agricultural 
classes should be idcuitified with it, the further issuci of Assignats 
was justified also as a me^ans of getting the land into the hands of 
the people. This, it was agreed, would turn the' new landlord 
class against the old privileged class(\s and cement it to the Revo- 
lution. 

The land was sold on th(^ installment plan, payments being 
extended over long periods of tim(‘, and much of it was sold in 
very small parccds to poor peopl(‘. Land sal(\s accounted for the 
retirement of large (piantities of Assignats during the years 1790 
to 1792. 

The Measurement of Fluctuations in the Value of 

THE AsSKJNATS 

In a study of the Assignats, as in the study of any other cur- 
rency, one of the first questions to rais(‘ is: How stable was their 
value? Obviously, stability in valu(‘ is one of the first criteria of 
th(^ goodness of any moiKy. 

There are, broadly speaking, three different methods of measur- 
ing the extent of the depreciation of the Assignats; namely: 
(1) the markc't prices in terms of Assignats at which gold and 
silver were bought and sold in France; (2) the exchange rates in 
France on countries with a metallic money standard; and (3) th(^ 
prices of staple commodities in France. Unfortunately, the statis- 
tical data available* for all three of these criteria are very inade- 
quate. Furthermore, in none of them did there exist anything 
approaching a free market throughout most of the life of the 
Assignats. 

1 Gazette National ou Moniteur universel, Sept. 28, 1790, p. 1121. 

2 Ibid., Aug. 28, 1790, pp. 990-991. 

« Ibid., Aug. 29, 1790, p. 996. 
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The Price of Gold and Silver 

Early in the Revolution the Government prohibitc^d the expor- 
tation of gold and silver bullion and coin, and this prohibition 
was maintained, with In^avy penalties, at a time when th(ire was a 
pronounced flight of capital out of the country seeking refuge 
from the dangers of the Revolution. This prohibition tended to 
dam up specie within the country and, by restraining its natural 
flow to the best foreign markets, to depress its value. On the 
other hand, the extreme insecurity in which property of all kinds 
found itself during the Revolution stimulatc'd greatly the demand 
for forms of property such as gold and silver, which (‘inbodied 
large values in small bulk and which, therefore, could be easily 
hidden and would presumably maintain their values substantially, 
regardless of political events in France, and be readily markc^table 
when conditions should again become normal. There was, there- 
fore, a scramble for gold and silver for hoarding throughout the 
Revolution analogous to the scramble for gold of the period of the 
world crisis of 1929-1935 which pushed up the value of gold 
throughout the world. Hoarding of gold and silver became so 
common in France that at one time for a brief period it was made 
punishable by death, and, in the latter part of 1792, according to 
White, ^ “even the bell-metal sous, obtained by melting down the 
bells, appear to have been driven out of circulation.’’ But w(j are 
getting ahead of our story, for the depreciation of the Assignat 
down to the end of 1791, as measured by any of the criteria avail- 
able, was not large. These instances are given merely to show that 
the prices of gold and silver in terms of Assignats were not the prices 
of a reasonably free world market, and were not, therefore, a safe 
criterion of the fluctuations in the value of the Assignat. 

Foreign Exchange Rates 

Much the same should be said of rates of exchange on the princi- 
pal foreign markets, London, Amsterdam and Hamburg. Since 
international movements of gold and silver were not free and 
since both foreign commerce and foreign exchange operations 
were greatly restricted — during the Reign of Terror, for example, 
the banks had to turn over to the Government all of their avail- 
able foreign credits and the Government took over control of the 

» P. 27. 
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export and import trade — foreign exchange rates did not afford a 
true picture of the value of the Assignat. 

Commodity Prices 

The best criterion of variations in the value of money is to be 
found in scientifically prepared price index numbers covering a 
wid(^ and representative group of commodities and services. Un- 
fortunately, this period was before there was an appreciable de- 
velopment of the use of price indf^x numbers, and none were com- 
piled in France at the time. However, in April, 1796, the Council, 
in connection with its efforts to solve the j^roblem of providing a 
basis for the equitable settlement of debts, adopted a resolution 
calling for the constructioti of local tables of depreciation, a n^so- 
lution that became law in June, 1797. M. Caron has recently pub- 
lished these original tables, and, on the basis of them, Harris has 
constructed a number of series of dc^preciation indices for various 
Depiartments separately and for the 83 Departments combined. 
These are the indices here used.* 

The Treasury reported to each Department the values of gold 
and silver, and each was instructed to obtain information as to 
the local prices of land, merchandise, food, gold and silver. These 
price quotations served as thc^ basis for computing the local values 
of the Assignat and the Mandat. The period covered was 1791 
to 1796. 

By reason of the limited amount of the price data collected, of 
the controlled and artificial charact(T of many of these prices, of 
the differences in the qualities of the same commodity at different 
times and in different Dejiartments, and of the widely different 
prices often existing at the same time in the different Departments, 
these price indices are far from satisfactory as a measure of the 
fluctuations in the value of the Assignat. 

Taken together, these three classes of figures (i.e., the price of 
specie, foreign exchange rates and commodity prices) are the 
best criteria we have. Moreover, broadly speaking and during 
the major part of the period 1791 to 1796, the three series 
of figures tell essentially the same story, although the extent 
of the depreciation shown by the local price tables rules some- 
what less than that shown by the Treasury tables for deprecia- 

* A description of the method of constructing these indices and graphs represent- 
ing them will be found in Harris, The Aaaigruita, Chap. V. 
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tion in terms of specie. There are, moreover, a number of in- 
stances of temporary differences of considerable magnitude in 
the direction of the movements shown by the three series of 
figures. 

Into a detailed discussion of the reasons for the major fluctua- 
tions in the value of the Assignats — a highly controversial sub- 
ject — and of the decline of this value to practically zero by 1796, 
limitations of space j)revent us from going. ^ 


Six Periods in the History of the Assignat 

The life of th(i Assignats may b(i conveniently divided into 
six periods for which the following tabl(‘ gives th(^ outstanding 
facts as to the volume of notes issued, the amounts in circula- 
tion and their value. ^ 


Table 1. Depreciation of the Assignat 


Period 

Notes 

I^MirrED 

Bv Em) of 
Period 
(000,000) 

Notes in 
C iRCr RATION 

AT End of 
T’f.hiod 
(000, 0(X)) 

Value at 
End of 
Period: 
According 
TO Local 
Price 
J'ables 
(% of 1790 
Value) 

Vai.tje at 
End of 
Period: 
Treasury 
Figures for 
Specie 
Vai.uf. 

(7, of 1790 
Value) 

(1) 1790-1791 

(2) Jan.-May, 1792 

(3) Jurie-Dec., 1792 

(4) Jan.-Aug., 1793 

(5) Sept., 1793- July, 1794 

(6) Aug., 1794 -Nov., 1795 

Livres 

1 ,860 
2,200 
2,750 
4,950 
8,450 

Livrvs 

l,-490 

1,660 

2,250 

4,050 

7,200 

19,700 

Livres 

86 

72 

75 i 

39 

41 

.8 

Livres 

77 

58 

72 

22 

34 

.8 


I am indebted to Professor Harris for the privilege of repro- 
ducing here his chart showing the course of the depreciation of 
the Assignat.^ 

1 A table giving the monthly figures from March, 1790 to March, 1793 and from 
August, 1795 to March, 1796 for the price of specie in Paris, for Paris exchange rates 
on Amsterdam and for Paris exchange on London is given by (1 U. Falkner in his 
Das Papiergcld der franzosischrn Revolution, 17S9 -J797, pp. 36-37, A chart showing 
the movement of exchange rates in Hamburg on Paris, for the period January, 1789 
to June, 1790, will be found in Hermann Illig, Das Geldwesen Frankreichs zur Zeii der 
Ersten Revolution bis zum Ende der Papiergeldwdhrimy, p. 63, 

* Harris, pp. 166-187, 

® For the purpose of reproducing the chart it was necessary to redraw it. In 
mechanical make-up it has been slightly changed. 
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Value of Assignat, 1789-1796 



First Period 

Reasons for Early Stability. As has been so fniquently the case 
in other countries with issues of inconvertible paper money, the 
early issues maintained their value remarkably well. The depre- 
ciation from 1789 to the end of 1791 was very moderate and most 
of it took place in 1791. 

Variations in the value of money, we have found, ^ must be ex- 
plained by the interaction of the forces representing the supply of 
money and the demand for money. Prominent among these fac- 
tors are those representing the amount of money in circulation, 
the rate of monetary turnover, the extent to which credit instru- 

* Supra, Chaps. IV and VI. 
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merits are used as media of exchange and the physical volume of 
business to be transacted. For France during this period and, in 
fact, during the entire period of the Assignats, we have no satis- 
factory figures for any of these factors. We know how many 
Assignats were put into circulation, but we have no idea to what 
extent specie (iontinued to circulate. W(‘ hav^(‘ no measure of the 
physical volume of business and little knowledge of the extent of 
the use of credit instruments as media of exchange. Aliout all we 
know of rates of monetary turnover is that the rate for specie 
tended downward since much of the specie was being hoarded 
and therefor(i had a rate of zero, while the rate for tlu^ Assignats 
rose enormously when confidence in them was declining rapidly. 
Without attempting, ther(‘fore, to evaluate the various factors 
that tended to sustain the value of the Assignats during these 
early years, we may cit() among them the following: 

(1) Demand for Money. TIk; demand for money as repre- 
sented by the physical volume of business to he done was appar- 
ently well maintained during thc'se years. Food markets were 
normal and agri{nilturc was stimulat(‘d })y freedom from taxation 
and from many fcaidal exactions that were lifted by the Revolu- 
tion. Jaures maintains that industry held its own, but on this 
point there is much difference of opinion.^ 

(2) Coins Withdrawn from Circulation. Under the forces which 
express themselves in Gresham’s Law, iiKTeasing amounts of the 
metallic money of the country were withdrawn from circulation 
and hoarded during this period, and, except for the coins of small 
denominations, the coins that circulated had in general a low rate 
of circulation. The rest bctw^ecn jumps from one hoarder to another 
was usually a long one. This meant that the Assignats did not 
represent a net increase in the volume of money in circulation, 
but were to a larger (extent during this period a substitute for the 
coins that were withdrawn. 

(3) Early Assignats Bore Interest. During a great part of this 
period, the Assignats were interest-bearing obligations of the 
State rather than money in the true sense of the word, and, 
since they yielded interest to the person who retained them, there 
was a tendency to hold them as investments. This fact made 
their rate of circulation or velocity lower than it otherwise would 
have been. 


* Cf., Harris, p. 169. 
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(4) Assignats Chiefly in Large Denotnmaiions. The great bulk 
of the Assignats during much of this period were in the form of 
notes of large denominations, denominations of 1,000, 500 and 
200 livres, and it was not until October 8, 1790, that the Govern- 
ment authorized the manufacture of the modest sum of 140 million 
livres in denominations below 100 livres. Money of large denomina- 
tions proverbially circulates more slowly than money of small 
denominations. All are familiar with the English expressions, 
^'the nimble sixpence^' and “the slothful sovereign.’’ These 
Assignat notes of large denominations must have? been incon- 
venient for most transactions and th(‘refore must hav(' circulated 
on the av('rag(' very slowly. A reasonable numbc'r of notes of such 
high denominations, for use in large transactions and in reserves, 
makes for monetary (‘fficicaicy; too large a proportion of a country’s 
currency in large denominations, howev('T, makes for inefficiency. 

(5) Acceptability for Purchase of Public Larids. Possibly the 
acceptability of the Assignats in the payuK'nl. of public lands may 
hav(^ had some influence on th(' willingru'ss of the public to re- 
ceive them and hold them and therefore' on the demand for them, 
and in this way to have supported their value during this pe^riod. 
It is certain that many people at the time bt'lieved that such ac- 
ceptability for th(‘ purchase' of land was a force in upholding the 
value of the Assignats. It is easy, howeve'r, to exaggerate this 
influence, and many ee^onomists, such, for example, as William 
Nassau Senior, Edwin C ’an nan and H. Illig, bc'lieve that this 
acceptability for the purchase of land was not a factor in the 
demand. To a large pere^entage of tlie ]:)ublic ewen at this day, 
“a dollar is a dollar”; whieh means that they look upon the value 
of money as fixed, and believe that all changes of prices are due to 
changes in the values of the goods that are bought and sold. The 
great bulk of the people in France who received Assignats paid 
them out again promptly. They could not afford to hold them and 
they were not interested in the purchase of land. They were only 
concerned with the fact that the “other fellows” should receive 
them at current prices. Few accumulated them for the purchase 
of land and those few probably would have accumulated metallic 
money for the same purpose, had there been no Assignats and had 
the Government otherwise offered its land for sale on equally 
favorable terms. The convertibility of the Assignats into land 
resulted in the withdrawal from circulation of many Assignats, 
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but the net volume of Assignats in cir(‘uIation was continually 
increasing, and one of the justifications for the increase was this 
very convertibility. As the Assignat depreciated, the prices of 
the land were raised. Moreov(‘r, no matter what kind of money 
was in (arculation, it would have Ikh'ii us('d to purchase public 
lands and other goods at current prices, and, even without the 
Assignats, a price-fixing policy like the Maximum would pre- 
sumably have been tried. It seems vc'iy doubtful, tluTcfore, 
whether the conv(^rtibility of the Assignats into land either 
created an additional demand for money or on balance, reduced 
the supply of money in ways materially to sustain their valu(\ 

Second Period 

From January to May, 1792, the volume of the circulation in- 
creased only mod(‘rately and, although, during these* five months, 
economic conditions in many respects improved, the* Assignats 
continued to depreciate during most of the pe*riod. Concerning 
this period Harris says: ^ 

‘'After January it became apparent that the outbreak of war was im- 
minent. Hence the public disbursed their Assignats ejuickly and hoarde^d 
commodities. The same fear induced the farmers and traders to hoard 
their supplies. The results , . . were food riots everywhere, impeded 
circulation of products, and higher prices. . . . PeojJe were beginning 
to lose confidence in the j)apcr money. The Minister of War complained 
in January of the refusal of the meat contractors to accept the Assignats. 
. . . The Minister of Interior received complaints from a local official 
of the refusal of workers to accept them. The Committee of Agriculture 
and Commerce was informed in April that farmers were selling grain at 
prices reduced by one-half, upon the condition that payments be made 
in gold and silver.” 


Third Period 

The third period extended from June to December, 1792. Dur- 
ing these sev('n months, the volume of Assignats in circulation 
increased about 40 per cent, but the value of the Assignat, as 
measured by recorded local prices, prices of gold and silver, and 
foreign exchange rates, was well sustained. This period was char- 
acterized by military successes for France and by the seizure and 
“placing back of the Assignats’’ of the vast domains of the 
Emigres who had left France before July 14, 1789, and had not 

> Pp. 171 and 172. 
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returned. There were frequent riots and some eight hundred 
people were massacred in Paris on August 10. In the same month 
came the deposition of the King. Orderly marketing under such 
conditions was utterly impossible and food supplies were every- 
where hoarded. Quoted prices of staple commodities were largely 
nominal and speculation was widespread. 

Fourth Period 

This period extending from January to August, 1793 was char- 
acteriz('d by an increase of over 100 per e(‘nt in the volume of 
Assignat circulation and by an (‘uormous depreciation in value, 
although there was a small incrc'ase in value during the latter 
part of the period. 

Describing thci geiuTal background of tlu'se ('ight months, 
Harris says : ’ 

'‘The faith in the French Republic fell to a new low point during this 
period. January brought the execution of the king, and February the 
bread riots and the opening of hostilities with England. . . . Three de- 
cisive military defeats were the lot of the (Jovernnient in the month of 
July, which also saw the introduction of the Reign of Terror. And 
finally in August came the surrender of the largest fleet of France with 
file capitulation of Toulon, as well as the ui)rising in Lyons.” 

From a monetary point of view, the most significant events of 
this p(Tiod were the introduction of “the Maximum,’^ the increas- 
ing tendency to hoard commodities and specie, the growth of cap- 
ital investments, and f h(‘ demonetization of Assignats of the larger 
dfuiominations. Each of these ibrnis will be considered briefly. 

The Maximum. During 1792 and early 1793, as we have seen, 
prices had been rising rapidly, and this was particularly true of 
grains and other stajde food suppli(‘s. The result was a heavy 
burden on the Government in its purchases of provisions for the 
army, and great hardships to the general public. There were 
numerous food riots, and mobs in Paris repeatedly seized supplies 
of food from the shops. The washerwomen of Paris, protesting 
against the high price of soap, urged that all merchants who were 
refusing to sell goods for Assignats at fair prices should be punished 
by death. On April 18 the fixing by law of maximum prices was 
proposed by representatives of the Department of Paris, and early 
in May the Convention agreed on the Maximum laws. The decrees 


J P. 176. 
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authorized districts to make requisitions on municipalities and 
communes, and authorized municipalities and communes to make 
requisitions on individuals. These requisitions were to be made at 
fixed pric.cs. The Maximum for grain in each locality was based 
upon the average price of grain in that locality for the period from 
January to April, 1793. The Maximum was to a decreasing one 
and farmers were to receive for th(‘ir grain pric(‘s that decrc‘ased 
progressively during successive months. By the end of thc^ y(‘ar 
the principle of the Maximum was extended to many other m^ces- 
sities, incdudiiig foods, fuel, cloth and leather. How this worked 
will be discussed in connection with later developments. ’ 

The Forestalling or Hoarding of Commodities. The introduction 
of the Maximum accentuated a practice that had already Ix'come 
common, namely, the withholding of commodities from tlu' mar- 
ket. Farmers were n'fusing to s(‘ll and were hiding their i)rodiK‘e. 
Vigorous laws against this practice were passed, but they had 
little effect. 

“In the same way as corn, all other goods now began to avoid the 
market’: the cafes in Paris, e.g. were suddenly without sugar, bec^ause no 
dealer dared to confess that he had a supply sufheient for the demand. 
It was still more alarming that there were good reasons for fearing that 
the same thing would haj^pen in the case of bread, at no great distance 
of time. ... On the 15th of August, therefore, direct comi)ulsion was 
added to indirect, and })Owers were given to the conventional (xunmis- 
sioners to make a certain requisition of corn from every acre of land.” ^ 

^ Large Capital Investments. A third phenomenon of this pt'riod 
of inflation, oiu^ that was very common in (Jermany during the 
inflation period following the World War, was th(' strong movement 
for investments in durable goods. The prices of all classes of 
commodities were tending strongly upward, but the law, with the 
aid of heavy penalties, was striving to hold down iho prices of 
staple goods. 11 le export of capital from France and the hoarding 
of gold and silver were prohibited under heavy penalties. The 
value of paper money faded away rapidly in one’s hands. What 
was more natural than to invest one’s money quickly in durable 
goods, like land, buildings, furniture and jewelry? Referring to 
this “exceedingly brisk trade in all kinds of permanent property,” 
White says : 

^ Infra, pp. 190-191. 

2 von Sybol, Vol. Ill, pp. 173 and 174. 

3 P. 35. 
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‘Tt was simply a feverish activity caused by the intense desire of a large 
number of the more shrewd class, to convert their paper-money into any 
thing and every thing which they could hold and hoard until the col- 
lapse, which they foresaw, should take place. ... It was the 'unload- 
ing’ of the assignats by the cunning upon the mass of the ])eople.” 

During this period, the sale of publics lands declined bec^ause of an 
increasing fear that a (counter-revolution might render titles to 
these lands iiisecur(c. 

Restrictions on Use of Specie. During this j^eriod, still further 
restricctions w(cre placed on the use of gold and silver, whicch n*- 
sulted in increased hoarding. On April 11, 1793, a decnH' was 
passed which prohibited tlie buying of gold and silver at a premium, 
under a jienalty of six years’ im})risonm{‘nt in irons, and which 
requin'd all money obligations to b(‘ paid in Assignats. The law 
was stnuigthened with an increased pcmalty in August, and in 
September the death penalty was imposed for its infract ion. 

Increased Velocity of Monetary Circulation. A striking fact in 
the history of the Assignats — a fact that has Ix'cm prominent in 
many (^f the world’s recent paper money ('xperi(mc('s — is the great 
increase in the velocity of circulation whcui confickuice in the cur- 
rency was waning. While the velocity of circulation of t he Assignats 
did not reach its height until early in 1796, it none the less in- 
(jreased very much in this fourth period. From the (aid of Decem- 
ber, 1792 to the end of August, 1793, th(^ volume of Assignats in 
circulation increased from 2,250 million to 4,050 million livres; but 
the values of this volume of moiu'y in terms of the livn^ of 1790 
declined at the same time from 1,688 million livres to 1,580 million 
livn^s, when measured by local price tables, and from 1,620 million 
livres to 891 million livres, wdien measured by th(^ Treasury figures 
for specie values. In other words, confidence in the Assignats had 
so declined in that period that, although the amount of Assignats 
in circulation was nearly doubled, the value of that amount 
actually declined. A situation like this is called hyper-inflation. 
It is largely a phenomenon of increased velocity (3f circulation. 
When goods are going up in value rapidly in terms of the money 
unit, or the money unit is going down in value in terms c^f goods — 
in other words, when commodity prices are rising — the tendency 
everywhere is to buy goods today because they will bc' dearer to- 
morrow, to get th(* appreciating goods and to drop the d(‘})reciating 
money. But the people who have the goods are reluctant to sell 
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under such circumstances, while the people who have the money 
are keen to buy. The result is that prices must rise enormously in 
order to move the goods, and the velocity of monetary circulation 
advances in an increasingly speculative markc't.^ 

As early as 1790 an American citizen, on tlie basis of recent 
American paper money experienc^es, warned the' National Asseml)ly 
that the Assignats would circulate so rapidly that long befoni a 
volume of circulation (Hpu valent to the pre- Revolutionary \ oliune 
of money in circulation was reached, the Assignats would depre- 
ciate. ^ In th(' fon^ part of 1792, a Parliamentary C'ornmittee in a 
report to the Assc'inbly said: ^ 

“Your committee arc thoroughly ix^rsuaded that the amount of cir- 
culating medium before the Revolution was greater than that of the 
assignats to-day; but then the money circulated slowly, and now it 
passes rapidly, so that one thousand million assignats do the work of 
two thousand millions of s|)ecie.’’ 

Cailhasson, in giving an extract of a report previously made to 
the Assembly in the name of the extraordinary Ck)mmittee of 
Finance, said: ^ 

“The assignats now circulate at a much greater velocity than formerly.’^ 

This he attributed to their more rapid rate of depreciation, saying 
that a money which change's owners often will suffer a larger num- 
ber of changes in value than one that remains for a longer time^ in 
the same hands. If one assumes for illustration, he said, that under 
existing conditions, the velocity of circulation of the Assignats had 
been doubled, a billion livres in Assignats would now facilitate as 
many transactions as two billion livres in coin. 

It was n'cognized that the velocity of circulation was to a large 
extent a (pu'stion of public confidence in the Assignat, and Mallet 
du Pan had said as early as August, 1790: “ If there is doubt as to 
the success of the Assignats the cause of the Assignats is lost.” ^ 
Other Measure}^ to Keep Down the Circulation. As the Assignat 
depreciated, it became increasingly apparent to the leaders that 
the volume of circulation must be kept down or the Assignat 

* For an account of a similar experience in Germany after the World War, see 
infra, pp. 289-294. 

2 Cf., Harris, p. 16. 

8 Cf., White, p. 20. 

* Moniteur, May 1, 1792, No. 122, Vol. IV, p. 600. 

* Mallet, Bernard, Mallet du Pan and the French Revolution, p. 112. 
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would become worthless. In pursuance of this policy, the Govern- 
ment, in the spring of 1793, in place of an equivalent issue of 
Assignats, levied upon the rich a forced loan of a million livres, 
and in July the Government decided to force the creditors of the 
Army to acc(q)t their pay in the future in the form of reconnais^ 
sauces de finance, a non-circulating form of credit. In July the 
credit of the nation was disgraced and weakened by the demoneti- 
zation of all Assignats of the denominations of 100 livres or more 
that had been put out before August, 1792. An interconverti- 
bility scJuane” Ix'tween Assignats and a 5 per cent debt of the 
nation was tried out in August, 1793, but failed.^ 

Fifth Period 

Th(' fifth period, c'xtending from September, 1793 to July, 1794, 
covers most of the period of the Reign of Terror (which extended 
from JuiK', 1793 to July, 1794). During this fifth period of 11 
months, tlu' voIum(‘ of Assignats in circulation iiKTeased from 
4,050 million livres to 7,200 million livn*s. From S(‘ptemb('r, 1793 
until early in 1794 th(' valu(‘ of the Assignat as expressed in the 
prices of the precious metals and in local commodity price tables 
ad’C^anced sharply, and thereafter declined substantially to the 
end of the period. The value of the Assignat ruled higher during 
this period than it did just preceding or at any time thereafter. 
For reasons that will be made clear later, it is doubtful if the 
commodity ])rice and spe(n(‘ price figures used for measuring the 
value of the Assignats give even an approximately fair picture of 
the tru(^ value of ihv Assignat during these months of the Terror. 

This was a period of tn'mendous social disturbance and of 
economic and political repression. The Government vigorously 
undertook to maintain maximum prices of all “necessities” and 
to ration suppliers. It became itself an enormous purchaser of 
supplies, and in its purchases it enforced the principle of the 
Maximum. It determined practically both the prices of all neces- 
sities of life and the respective amounts that could be bought. 
The Bourse was closed, and foreign trade was brought to a stand- 
still.^ The death penalty was imposed for hoarding commodities, 

1 White, p. 33. 

2 Speaking of the foreign trade of France at this time, our American Minister to 
France, Gouvemeur Morris, writing somewhat later to President Washington, said: 
**At the same time the total suspension of foreign commerce shut up all remaining 
commodities within the country and the permission to export was only granted in 
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for refusing to accept Assignats or for accepting them at a dis- 
count. The pulr)lic was warned that gold and silver found hidden 
would be confiscated; one-half of the hoarded treasure' was to go 
to the informer and on(‘-half to the Govc'rnment. It was reported 
that twelve' men we're guillotined for Imarding ge)ld and silve'r, al- 
though the Court pretended that the' evidence pointed to treason 
by re'ason of an inte'ntion to transmit it to the ene'iny. 

The GovermneriV H Fmnncefi. Mallet du Pan in his Memoires 
gives the following excellent summary e)f the' fiscal situation: ’ 

“ , . . The income is drawn from taxes demanded in a usurious fasli- 
ion, and ])aid only by the j)roprietors. They alone assume the taxers; the 
people properly so-called pay nothing, and no one thinks of o))liging them 
to pay. The usufrueit of the uusolel national possessions forms another 
branch of revenue: hut they are mere drops in the ocean. The latter 
with the aid of arbitrary local taxes, especially on those with visible 
fortunes, suffice for the decreased current expenses. This decrease re- 
sults from the gradual extinction of rentes, from the discontinuance of 
the pensions and salaries allowed the Clergy, and from the oi)portunity 
afforded by the Crande-Livre to know of the possessions of suspects, and 
thus to destroy any part of the public debt. Finally, the expenses of the 
‘culte’ are nil, and many other expenses such as charitable donations, 
the maintenance of public e.stablishments, and the support of roads are 
equally supj)ressed or very much reduced. 

“The extraordinary expenses are met from the extraordinary sources, 
which have increased five times in the last year. These resources consist 
in the creation of Assignats, in the confiscation of private wealth, in 
spoliation of all kinds, and in the forced loan of a milliard.” 

Methods of Evading Price Fixing. While the system of the 
Maximum with its heavy penalties undoubtedly ex('reised a great 
influence during this period of the Tc'rror and in particular pro- 
vided the mechanism through which the Government requisitioned 
enormous supplies at very low prices, it none the less caused great 
hardship and at times was evaded exU'iisively. Its enforcement in 
some parts of the country was much more effective than in others. 
In fact, local governments at times are reported to have competed 
with one another in laxity of administration, because, the more 
lax the administration, the more supplies a particular local govern- 
ment could obtain. 

exchange for articles wanted by the Government, which gave its paper for those 
things which it obliged the owner to sell, and which all but its agents were pro- 
hibited from buying, by the very same means which compelled the sale. Mankind 
were pretty generally the dupes of these appoarance.s.” Diary and Letters of Gou- 
veneur Morris, edited by Anne Cary Morris, two vtdumea, Vol. II, p. 149. 

‘ Quoted by Harris, pp. 44 and 45. 
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Among the methods employed for evading this price-fixing sys- 
tem the following may be cited: the withdrawal of goods from the 
market and the failure to produce new supplies when the existing 
stocks were exhausted; the production and salc^ of goods of inferior 
quality; the feeding of grain to farm animals at tinn^s when the 
prices of grain were subjc^ct to the Maximum and th(‘ pric(‘s of live 
animals were not; the milling of wheat into flour by th(‘ farmers 
when the price of wheat was controlled and the price of flour was 
not. Farmers sold their produce at home clande'stinely, instcaid of 
bringing it to market. When the prices of raw materials were 
controlled, the prices of manufactured articles frequently rose 
abnormally, and, when the pricers of necessiti(\s were h('ld down, 
the prices of luxuries soanni. Evasion of the law yielded large 
profits, while the penalti(\s for evasion, if one wen' caught, were 
('xtreinc'. l^his led to much official corruption. The supply of goods 
available in the' markets at the (*ontroll(?d prices was often \'('ry 
inadequate* and the queMie*, as in Russian citie^s of today, be'craiiK' a 
familiar institution. 

Alleged Depreciation in Value of specie. Some authoritie's on 
the Assignats, as, for ejxample, Hawtrey ^ and Harris,- bt'li(*ve that 
the. substantial incre'.ase in the* value e)f the Assignat during the 
Terror was due in part to depreciatie)n in the value e)f ge>ld and 
silver, a depre*,ciation which resultod from the laws against the 
hoarding of treasure and against the use of ge)ld and silver as inone^y 
“at values which discriminated against the Assigimts.’^ Their 
arguments on this point are not e'onvincing. There was ne) market 
at this time* in France in which prie^es of e*e)mmoditi('s were quoted 
in terms of gold and silvt'r, and there is no (‘\ddence based upon 
open-market prices that gold and silver depn'ciated in terms of 
commodities. It is triu^ that at such times th(^ demand for gold and 
silver for monetary purposes becomes practically negligible, and it 
is also true that during the Reign of Terror hoarders of specie, when 
caught j often suffered ('xtrenu^ penalti('s; but it is ('(|ually true that, 

1 “Economic or uneconomic regulations might bo evaded or ignored under the 
Gironde and afterwards under the Directorate, but under the Terror oven economic 
regulations were not to bo trifled with. The prospects of Franco and the prospects 
of the Revolution rose. In November, 1703, the assignat was at 33, or 50 i>er cent, 
above the panic quotations of August. In December it leapt up to 48. . . . Like 
the low level of August this rise was in part artificial. Gold and silver themselves 
were depressed in value in consequence of a law against hoarding; hidden treasure 
was liable to be confiscated, half to the Government and half to the informer.” 
Hawtrey, pp. 303 and 304. 

2P. 181. 



192 


MONEY 


despitti all penalties against the hoarding of the precious metals, 
they are usually hoarded in larg(‘ quantitic^s at times of great 
political disturbances and economic ins(‘curity. Of all commod- 
ities of widespread dtmiand the precious metals carry the largest 
value in the smallest bulk. They are, therc^fore, th(.‘ commodities 
that are the easiest to hide. Moreov(T, they are of all commoditic's 
the ones most certain to retain their value through (critical pc^riods 
and to be salable at high value's when such pe'riods are ove'r. At 
these times, therefore^, tlie increased deanand for thean to serve as a 
storehouse of value may more' than compensate for the reduced 
demand for th('m as media of exediange. The world had a similar 
experience during the long economic crisis and depression beginning 
with the crash of 1929. At that time, although the world’s gold 
production was increasing continually, the dcanand for gold for 
monetary purposes d(H*lined (mormously because a large part of 
the world went off the gold standard. Then' was, however, such a 
scramble for gold for hoarding and for otherwise s('rving as a store- 
house of value in those y(‘ars of insecurity that the valu(‘ of gold in 
terms of commoditic's everywhere ('xhibited a great rise. 

A more plausil)le explanation of th(' apparent increase in the 
value of the Assignat during this fifth pc'riod would seem to be the 
repressive influence of gov(irnmental pric(‘ regulations unde'r the 
Terror and the largely nominal (character of many of thtj quoted 
prices under such conditions. 

With the {execution of Robespierre at the end of July, 1794, the 
Reign of Terror ended and the Assignats, whose value had becai de- 
clining since early in the year, continued declining at an even faster 
rate. This brings us to the sixth and last pi'riod of the Assignats. 

Sixth Period 

The sixth and last stage in the hectic career of the Assignats 
extended from August, 1794 to November, 1795, when they van- 
ished into thin air. 

Their decline was continuous. Madelin, describing the situation 
existing in the fall of 1795, when the Directory assumed power, 
says: ^ 

“The coffers of the State were empty: the Nation had ceased to pay the 

taxes. So there must be a fresh issue of assignats: 36 billion, 603 million 

^ P. 497. In making this quotation I have not used the italics which the author 
uses. 
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Jivres in the Year TV. The result was a state of discredit that soon be- 
came fabulous. On the day the Directors assumed their functions the 
gold louis (24 livres) was worth 3,400 livres in })aper money: on the 15th 
Bnunaire it was worth 4,000 livres. Six months later Charles de Con- 
stant found it was worth 12,000 livres. The i>easants, when they refused 
this ])ai)er money, would say, ‘We would take it if the horses would eat 
it.’ Benjamin Constant writes: ‘The assignats are going completely to 
the devil.’ ” 

According to John Stuart Mill,^ the final result was “that it at last 
required an assignat of five hundred francs to pay for a cup of 
coffee.’’ 

Hyper^lnjiaiion. During this period hyper-inflation set in with 
a V(mg('ance, and the vekxdty of circulation of the Assignats rose 
to extravagant figures. Harris says that by December, 1795 the 
depreciation was at least twelve times “as gn^at as might be ex- 
p(‘cted from a sur\Ty of quantities in circulation.” According to 
von Sybel: 

“Money, which was formerly sought by every one, was now i>assed from 
hand to hand like a piece of hot iron: every man endeavoured to get rid 
of it, in any legal way, for a tolerably secure possession.” 

Some notes wen^ hoardcHl, however, for the purpose of me(ding 
later installments on purchases of puldic lands. 

Decline in Business. Although the Maximum was not repealed 
until the latter part of December, 1794, its e'ffectiveness practically 
ceased several months before. Aften the fall of Robespierre, it 
“became at once a de‘ad letter, when the transgression of it was no 
longer punished by de'ath or transportation.” During this period 
the nation’s econe)mic activity remche^d a low ebb.® 

Credit. There was little credit, public or private, and that which 
was granted was at interest rates that appeared to be extremely 
high, but which in fact usually proved to be low when the transac- 
tion was in terms of paper money, because of the rapid depreciation 
of the Assignats between the time loans were made and the date 
on which they were paid. Debtors, fearing a return to a specie 
basis, frequently paid their de'bts before maturity, and this gave 
rise to so much opposition that, in July, 1795, the Government took 
action prohibiting such pre-maturity payments. 

1 Principles of Political Economy, Vol. II, p. 95. 

2 P. 201. 

» Vol. IV, p. 334. 

* von Sybel, Vol. IV, p. 222. 

® Harris, pp. 190 and 191. 
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Labor and Wages. Although the supply of labor was greatly re- 
duced by the large numbers absorbc'd in the army, wages in general 
did not rise anything like as rapidly as the cost of living. The 
result was much hardship for the laboring classes. Of this situation 
White says: ^ 

“Under the universal doubt and discouragement, commerce and manu- 
factures were checked or destroyed. As a conseciuence, the demand for 
labor was stopped; laboring-men were thrown out of emf)Ioyment, and, 
under the operation of the simplest law of supj)ly and demand, the price 
of labor — the daily wages of the laboring class — went down . . 

Extravagance. One (‘ffc^ct of the rapid depreciation of the Assig- 
nat — and another phase of the high velocity of its circulation — 
was the stimulus it gave to extravagant living. If one kept his 
money, it faded away in his hands; if he loaned it at interest, the 
interest and principal wer(‘ repaid in Assignats of much h'ss value 
than those he loaned; if he invested it in Governnumt lands, he was 
not certain that his title to the land would be subs(‘quently sus- 
tained, The natural conclusion was, to spend all out' r(K^eiv(‘d and 
to spend it quickly. Spf^aking of this, von 8ybel says: “ 

It was “accounted a folly to curtail the pleasures of the moment, to 
acquire or save for an uncertain future . . . Whoever possessed a hand- 
ful of assignats or silver coins, hastened to spend them in keen enjoy- 
ment, and the eager desire to catch at every passing jdeasure filled each 
heart with wild pulsations. In the autumn all the theatres had been re- 
opened, and were frequented with untiring zeal. . . . Tlie cahareU and 
caf^s were no less filled than the theatres. Evening after evening every 
quarter of the city resounded with music and dancing. . . . These 
enjoyments, too, received a peculiar coloring — glaring lights and gloomy 
shadows — from the recollections and feelings of the Revolution. . , . 
In other circles no one was received who had not lost a relative by the 
guillotine; the fashionable ball-dress imitated the cropped hair and the 
turned-back collar of those who were led to execution ; and the gentlemen 
challenged their partners to the dance with a peculiar nod, intended to 
remind them of the fall of the severed head.” 

Speculation. Speculation was widespread and all classes par- 
ticipated. As always under such conditions, the middle and poorer 
classes suffered heavily. 

“ Before the end of the year the paper money was almost exclusively in 
the hands of the proletaries, the officials, and the small rentiers, whose 
property was not large enough to invest in stores of goods, or national 
lands.” 

^ P. 43. 1! Vol. IV, pp. 222-223. » von Sybel, Vol. IV. p. 336. 
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Of this situation White says : ‘ 

“The financiers and men of large means, though they suffered terribly, 
were shrewd enough to put much of their j)ropcrty into objects of 
permanent value. The working-classes had no sii(‘h foresight, or skill, 
or means. On them finally came the great, crushing weight of the 
loss.’’ 

Issuance of Assignats Discontinued 

Early in 1795 various proposals were inatie, to n^turii to a 
metallic money basis. In April of that year a law was passed 
authorizing business operations in gold and .silver, and from them 
on speci(^ in siib.stantial quantities worked its way back into cir- 
culation from abroad and from hoards within the country. 

Early in 1796 the value of Assignats of the more popular de- 
nominations became worth le.ss than tlie cost of their manufafdure 
and on February 19, by Government authority, the ('iigraving 
plates and the presses used in printing the Assignats were publicly 
de\stroyed. 

Mandats 

Reminis(!ent of the freciuent attempts previously made in the 
American coloni(\s to restore a rapidly d(‘preciating paper moiuw 
by replacing it with an issue of “new Uaior” notes, the French 
Government in 1796 authorized an enormous issue of a new kind 
of paper money calk'd the prornesses de mandate and popularly 
known as Mandats. These Mandats were, on th('ir face, orders 
for the transh'r to the Ix'arer of portions of the national domain 
specified on the note. Authority was givc'n to the Director 3 ^ by 
the Legislature to issue 2,400 million livres of these Mandats; 
one-fourth of this sum was to be exchanged for the Assignats 
at the rate of 30 to 1 ; one-fourth was to be used for current gov- 
ernmiait expenses; and the remaining 1,200 million livres was to 
be used for future exigencies. The new money was made legal 
tender. It was issued between April and September, 1796. The 
public had no faith in the Mandats and they rapidly depreciated. 
Within a yeaFs time they had become practically worthless.- 
1 P. 37. 

A detailed history of the Mandats will be found in E, L. Hargreaves, Rcutorifig 
Currency Standarda, pp. 34-72. 
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Return to a Specie Basis 

As the paper money disappeared, specie came back into cir- 
culation. Of this Falkner sa 3 "s: ^ 

“Now the metal that had been hidden in trunks and chests suddenly 
began to i)erform the function of money once again. Thus coin was pay- 
able in Assignats at many times its nominal value ... As for the 
source whence this siippty of specie was obtained, tiie speed and (Com- 
pleteness with which the circulation of specie was restored demonstrated 
that the disappearance of the precious metals from circulation had been 
due almost entirely to their having l^een hoarded by the French, rather 
than to a flight abroad which the contemporary economists had so 
feared.’’ 

A similar phenomenon of a sudden return to circulation of 
specie from hoards after an e.xtended expericuice with pap('r money 
inflation occiirricd in Mexico in 1916 after the infoLsificablcs had 
become practically worthless. 

Conclusion 

The evil effects of th(c Assignats have been narrated in some 
detail. The Assignats robbed the creditor classes of billions of 
livres of property and imposccd heavy lessees and hardships on 
both the peasants of the (country and the laborcTs of the cities. 
They broke down th(‘ business morality of the people and led to 
frenzied speculation. Th(\y greatly weakened thrift and put a 
premium on wastefulness and extravagance. The (cxperienccc with 
the Assignats gave rise to the French saying: “The guillotine 
follows the papcT money pn^ss— the two machint's are comple- 
mentary ontc to the other.” 
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CHAPTER XI 


THE PAPER M(3NEY STANDARD IN 
ENGLAND, 1797-1821 

The experiment with a paper money standard in England be- 
tween 1797 and 1821 is of particular int(‘rest to students of money 
for two reasons: the first, because it represents a long-continued 
and a reasonably well-controlled (wptTiment with a managed 
paper currency standard, by an advanced nation; and th(‘ s(‘cond, 
because the so-called ^dnillion controversy” which grew out of 
this exp(?rieuce gav(‘ the world a classic pres(uitation of c('rtain 
monetary theories which at that tinu' were und(Tstood and ac- 
cepted by cf)mparatively few' persons, and which lat(‘r bc'came 
the world^s ‘‘orthodox” philosophy of money. A knowl(‘dge of 
the outstanding facts and controversi(\s of this period, therefore', 
should be a part of the equipment of every student of monetary 
science. 

Currency and Banking Conditions in England Prior to 
Outbreak of War with France in 1793 

During the latter years of the eighteenth century in England, 
although silver was looked upon as the legal standard of value, 
with gold rated to it at a legal ratio, there was free coinage of 
both gold and silver, and from 1783 to 1798 coins of both metals 
were unlimited k'gal tend(?r. The mint ratio, however, since the 
recoinage of 1696, had overvalued gold and undervalued silver, 
as compared with both the market ratio and the mint ratio in 
France. Consequently, almost no silver had been coined in Eng- 
land and, when the war broke out in 1793, th(^ silver coin circulat- 
ing in England was small in volume and generally badly worn. 
In 1798 a decline in the gold value of silver led to the fear that 
silver might return to circulation in excevssive (juantities and drive 
out gold, and resulted in the passage of a law suspending th(^ free 
coinage of silver and reenacting a provision of a law repealed in 
1783, limiting to £25, in one payment, the legal tender quality of 
silver coin. In the payment of wages and for retail trade at this 

198 
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time (1793-1797), gold coins of the denominations of one guinea, 
half guinea and a third of a guinea were widely used. There were 
no coins representing a pound, but the gold equivak'nt of a pound 
was 123)4 grains of gold, ^)‘i2 fine. Gold was freely eonvc'rtihle 
into coin at tlu' mint or, on slightly less favorabk' terms, at the 
Bullion Office of the Bank of England. Although the exportation 
of English gold coin or of gold bullion obtained from nu'lting down 
th(* coin was forbidden by law, the law' was rather extensively 
flouted. At times when gold w'as mo\'ing out of hkiglaiid, then' 
developed a premium on gold bullion and foreign gold coins that 
were legally exi)ortable. This premium was always small, and, 
referring to it, Bosarupiet in liis Practical Ohs'crvaiions concerning 
the Rei)ort of the Bullion ('omrnittee said in 1810: “The conscience 
of th(^ exporter and th(' value of a false oath [n'garding the origin 
of the gold being ('xported] are correctly stated by the Committee 
at four and omvhalf i)('r cent.” 

Bank Notes. The pai'>er money of England consisted t'ntirely 
of bank notes, and none of these imt(‘s enjoyed the legal tender 
privilege. After 1742 th<^ Bank of kmgland enjoyed a monopoly 
on th(' privilege of issuing bank notes in Juigland, subj('ct to the 
qualification that the note-issue privilege was still permitted to 
banks having less than six partners. A r(\sult of this restriction 
was that most concerns of w^ealth and high standing w('r(^ pre- 
vented from issuing notes. The weak banks, on tiie oth(‘r hand, 
found it the more advantageous to issue thc'ir bank notes and, 
since the country could not obtain a supply of paper money from 
strong institutions, it obtained it from th(‘ w'cak ones. 

“A number of shopkeepers, chemists, tailors and bakers, taking ad- 
vantage of the clause authorising banks formed by less than six persons, 
became bankers and flooded the country with worthless f)aper. In 1750 
there were not 12 banks outside London: In 1793 there were 400. Some 
of these 400 banks were no doubt w^ell-established. . . ^ 

Many of them, however, were weak and bank failures at this 
time were common. These were the so-called “country banks.” 
Their notes, which were in denominations of £5 and upwards, 
circulated only in their respective communities. 

Long before 1793, private banks had ceased issuing notes in 
London. On the other hand, the circulation of Bank of England 
notes was for the most part limited to London and its immediate 
» Andrfiadfes, pp. 171-172. 
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vicinity. IIj) to 1795, no notes of the Bank of England were issued 
in denominations of less than £10. 

There were no restrictions on t,he receipt of deposits by country 
banks and by the private banks of London or on their circulation 
through bank checks, and the use of dei)osit currency was becom- 
ing increasingly important in England during the latter half of 
the (nght('('nth and early nineteenth centuries.' 

From the Outbreak of the War to the Restriction 
Act of 1797 

England declarc'd war on France in February, 1793. Four years 
later specie payments were suspended by the Bank of England. 
Great Britain was at war until 1815 and the suspension of specie 
paynKTits by the Bank, which w^as (‘Xpected to be but temporary, 
actually (jontinued for twenty-four years. 

After beginnings favorable to England and her allies in the 
early part of 1793, the tid(^ of war turned and, during the re- 
mainder of this period, the French were almost continually vi(‘tori- 
ous. By 1797 England’s allies had all been compelled to make 
separate treaties of j)eace with France, and England, as the sole 
surviving enemy of France, faced Napoleon. The military situa- 
tion during the latter part of this period looked black for England. 
The country was thrc'atcaied by a Fnaich invasion, and in 1796 
a small body of Fn'iich troops actually disembarked in Wales. 
Early in 1797 the sailors of two British fleets mutinied in home 
waters. 

The internal economic situation during these four years was 
unstable. In the early part of 1793, there was a strong business 
recession, followed by a panic, with many bank failures. The 
Government cana^ to the temporary relief of hard-pressed mer- 
chants by making loans of £5 million in exchequer bills. During 
the summer the panic subsided and was followed by a depression 
which continued throughout the year 1794. The year 1795 was, 
on the whole, a period of economic recovery, but was marked by 
deficient crops and high prices. The year 1796 was a year of 
abundant harvest, but low agricultural prices; it was a time of 
very active foreign trade. There was a stringent money market, 

> In May, 1810, the Inspector of the London Clearing House testified before the 
Bullion Committee that 46 banks cleared their checks there every evening and that 
the average amount of checks cleared daily, exclusive of settling days, was about 
£4,700,000. Bullion (Committee Report, p. 151. 
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however, and much economic hardship among the people. The 
year 1797 was characterized by poor crops, business inactivity 
and a financial panic. 

Such was the general background of the suspension of gold 
payments. We may now consider briefly a f('w of th(i more im- 
portant factors that directly contributed to the br(‘akdown of the 
de facto gold standard. 

Heavy Fiscal Demands. First and foremost were the heavy 
demands made by the Government upon the Bank of England for 
advaiKjes with which to meet the extraordinary expenditures of the 
war, a large part of which had to be transfern^d to the Continent. 

The total expenditure^ of the National Government in 1793 
were £30.6 million sterling, of which about one-third was for war 
services. These expenditures incn'ased continually and by 1797 
amounted to £71.6 million, of which the expenditures for war 
services alone amounted to £29.4 million, or nearly thre‘e times 
what they were in 1793.^ The total net income of the National 
Goveriinu'iit incn'asc'd from £31.0 million in 1793 to £74.6 million 
in 1797; while of th('S(' sums the amount borrowed increased from 
£12.4 million in 1793 to £53.1 million in 1797. ^ Not only did 
England have her own war expenses to me(4; but she was making 
loans and paying subsidies to her allies, Austria, Prussia, Spain 
and Sardinia, and these payments alone from 1793 to 1797, in- 
clusive, amounted to approximately £13.7 million.'^ It is apparent 
that for financing the early years of the war the nation relied 
chiefly upon borrowing. A greater dependence upon customs 
duties and internal taxes for financing these years was doubtless 
prevented by the unfavorable economic conditions in the country 
previously noted, by the obstacles which th(^ war placed in the 
way of foreign trade, and by the fact that the new industries that 
were just beginning to develop in England in these early days of 
the Industrial Revolution were still “infant industries” and hardly 
in position to stand heavy taxes, 

A law was passed in 1793 which removed certain restrictions 
that had previously been imposed on government borrowing froin 
the Bank of England, and which thereby left to the discretion of 
the Directors the whole matter of loans to the Government. As a 
matter of fact, however, it was impossible in a time of war for 
the direct ors of a central bank, situated as was the Bank of England 

* Sillxirling, p. 215. * p. 217. ^ p. 227. 
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at that time, to refuse any demands for advances which the Gov- 
ernment might see fit to make. It was the custom at the time 
for the British military and naval authorities located abroad to 
obtain the funds ne(‘ded for their financial operations by drawing 
and selling al)road frills on th(‘ Paymaster General or on the Yrf'as- 
urer of the Navy, madc^ payable at the Bank of England. Wlum 
the bills were pr(‘sented at the Bank, it was expectcnl to provider 
the funds for paying th(^m. 

Idle demands of Pitt upon the Bank for advances increased for 
some time, much to the anxi(‘ly of the Bank’s Directors; and they 
finally became so great that the Directors, on December 11, 1794, 
mad(i a proti^st to Pitt, and later, in January, 1795, they protested 
again and declared that they could not allow advanccis on Treasury 
bills at any time to exc(‘ed a liberal figun^ which tlu'y mentioned. 
Pitt agreed to comply with tlaar reejuest, but failed to do so, and 
the advances he required mounted to progr(\ssively higher figures. 
Finally, the Directors, in a resolution of Decianber 81, 1795, for- 
mally recognized the paramount (Jaim of the GovermiKait and 
resolved that the amount to be d(?vot(^d to discounts for the public 
should b(' fixed from day to day, and that any dcanands from tht‘ 
public over and above the amount allotted wen‘ to b(5 dealt with 
by returning “a pro rata proportion of such bills in each parccJ 
as are not otherwise objectionable . . . without regrird to th(' r(‘- 
spectability of the party sending in the bills or the solidity of tlu^ 
bills themselves.” 

In addition to this pressure on the Bank for funds for the Gov- 
ernment for imH'ting military, naval and jiolitical expenditun^s on 
the Continent, there w(‘r(‘ in 1795 and 1796 substantial demands 
for advances to tlu^ Govi'rnment for importing naval stores, food- 
stuffs and other n(‘(‘d('d supplies. Jdie home expenditures of the 
Governmt'nt were also gn^atly increased by th(i war. 

Another force that tiaided to pull specks out of England was 
the return of France to a spc'cie basis in 1795 and 1796, after her 
disastrous experiences with th(‘ Assignats and Mandats.^ During 
the early years of this paper money experience, spc'cie in large 
(juantities had flowed from France for safety to England and other 
neighboring countries. With the conclusion of the French Revolu- 
tion and the restoration of law and order in France, much of this 
specie was drawn home again. 

^ Supra, pp. 195-196. 
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Banking Situation xoithin the Country. During most of the first 
two years of the war, the principal foreign exchang(\s were favor- 
able to London, and specie was flowing to England from th(‘ (Con- 
tinent — a fact which was evidenced by th(^ unusually heavy pur- 
chases of foreign gold for the Mint in 1793 and 1794. ^ lliis incTease 
in the supply of monetary gold coupled with the crisis and sub- 
sequent depression of these two years, which reduf*ed tlic' demand 
for mon(*y, led to a substantial reduction in tlu! bank-note circu- 
lation of the country, and this reduction applied both to th(‘ notes 
of the Bank of i^ngland and to those of thc' country banks. ^ 
Throughout 1794 the Bank’s rest^rve position (‘ontiiuK^d strong. 
In late 1795, however, the Bank of hCnglaiid, as well as the country 
banks, experienced heaYy demands upon their reserves. From 
August, 1795 to August, 1796 th(' Bankas stock of bullion de- 
clined from £5.1 million to £2.1 million, while its notes in cir- 
culation declined only from £10.9 million to £9.2 million, and 
its deposits from £8.2 million to £6.7 million. By February, 1797 
the bullion had reached the low' figures of £1.1 million, while 
the circulation stood at £9.7 million and the deposits at £4.9 
million.'^ 

The uncertain political situation early in 1797 and the gloomy 
military outlook led country banks to make heavy demands for 
specie on the Bank of England. Exchange became strongly un- 
favorable the latt(T part of 1794, and by May, 1795 the gold-(ixport 
I)oint was reached. There was a strong outw^ard movement of 
specie throughout the remainder of 1795 and throughout the year 
1796, a movem(‘nt to Paris, Hamburg and Lisbon. Thus kmgland 
experienced at one time a heavy internal demand for gold and a 


Table I. Important Items in Bank of Enoland's Balance Sheet 



Fkb. 

Aua. 

Feb. 

Au«. 

Fkb. 


1795 

1795 

1796 

1796 

1797 


£ 

f 

£ 

£ 

t* 


000.000 

000,000 

000,000 

(KK),000 

000,000 

Notes in Circulation 

14.0 

10.9 

10.7 

9.2 

9.7 

Deposits 

6.0 

8.2 

5.7 

6.7 

4.9 

Bullion 

6.1 

5.1 

2.5 

2.1 ’ 

1.1 

Private Securities 

3.6 

3.7 

4.2 

6.2 

5.1 

Public Securities 

13.2 

13.3 

13.0 ! 

10.9 ! 

11.7 


^ Hawtroy, p. .326. 

5 Andr^ades, p. 194. 

3 Report on the Bank of England Charter, Appendix 5, p. 17. 
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powerful foreign drain. This gold drain reduced the Bank’s note 
(drculation and its deposits, but during this period the Bank (‘x- 
panded its private credit. The figures are as shown in Table I, 
on page 203.^ 

The specie reserve had reached such a low figure by February, 
1797 and the drain was continuing so strongly, that the Directors 
notified Pitt that the situation was desperate. Pitt responded on 
February 26 with a C'ouncil resolution declaring it to b(5 

unanimous opinion of the Board that it is indispensably necessary 
for the public service that the Directors of the Bank of England should 
forbear issuing any cash in })ayment until the sense of Parliament can 
be taken on that subject and the proper measures adopted thereupon for 
maintaining the means of circulation and supporting the jniblic and 
commenaal credit of the Kingdom at this important conjuncture.” 

The resolution further required the Directors “on the grounds of 
the exigency of the; cas(' to (conform thereto until th(3 sense of Par- 
liament can be takim . . This resolution was passed and the 
Bank was notified on Sunday. Monday morning the Bank opened 
as usual. It notifk^d the public of what had been done by merely 
posting the resolution, along with the following notice: 

“The Governor, Deputy-Governor, and Directors of the Bank of 
England think it their duty to inform the proprietors of Bank Stock as 
well as the Public at large that the general concerns of the Bank are in 
the most affluent and prosj^erous situation, and such as to preclude every 
doubt as to the security of its notes. The Directors mean to continue 
their usual discounts for the accommodation of the commercial interest, 
paying the amount in bank-notes, and the dividend warrants will be 
paid in the same manner.” ^ 

Later on the sam(‘ day, a meeting of merchants and bankers 
was held in London, which passed a resolution agreeing to accept 
Bank of England notes. Eventually some 4,000 persons signed 
this resolution. The bank notes, it will be remembered, though 
receivable by the Government for all government dues, were not 
at this time legal tender. 

The above Order in Council was enacted into law on May 3, 
1797, by Parliament under the name of the “Bank Restriction Act ” 
(Geo. Ill, c. 45). This act was looked upon as a temporary 
emergency measure and was to terminate on June 24 of that year. 

’ p. 17. 2 Cannan, p. xi. Ibid., pp. xi and xii 
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A few days Ix'fort', a law was passed allowing the* issue of bank 
notes in denoniinations under £5, hut not under £1. 

From tli(‘ tinu^ at whieli tlu^ news of the Order in Cknmcil rc'aclied 
the proviiuaal banks, th(\se banks assumed that the Restriction 
Act required them as well as the Bank of England to discontinue 
specie pjiyments. But, unlike the Bank of F^ngland, they did not 
(^laim to be able to insist on ])aying out nothing c'xcx'pt their own 
notes. On the contrary, they felt undcT obligation to continiK' to 
r(^d(iem tht'ir own notes in Bank of ]^]ngland notes or in drafts on 
London. Thus their powers of l)ank-note ('xpansion contiuu(‘d to 
be restricted. The Bank of lOngland, howev^('r, was relieved from 
all obligation to redeem its notes in any other kind of money. 

Gold coin promptly disapp(‘ared from cir(‘ulation. Tjarge quan- 
tities were exportc'd surreptitiously, or falsely sworn off,^ and much 
found its way into private hoards. As ])reviously noted, tlu'n' was 
little British silvc'r in circulation, and th(‘ n('('d for small coin was 
met in part l)y tlu' us(' of foreign silver coins, many of which were 
stamped with the King’s head. 

Years of Comparative Monetary Stability 

The (‘vents of th(‘ ru'xt dozcai years may be passed over rapidly. 
After a brief period of excitement and tension following the sus- 
pension of specie payments, confidence* in th(^ currency and the 
banks recovennl. Tin* yc'ars 1798 to 1801, inclusive, were years of 
almost continuous depression. There was a recovery beginning 
the latter part of 1801 and lasting for about two years. The latter 
part of 1803 and th(^ year 1804 were again poor years. Thcai fol- 
lowed two years of prosperity and two years of depression, buigland 
was at war during the (*ntire period. 

The (^xpenditun's of the* National Government stood at £72 
million in 1797 and, except for a sharp one-year rise in 1801, con- 
tinued in this neighborhood through 1804. They then advanced 
substantially, reaching £129 million in 1810.^ 

Following the Restriction Act, the Government adopted a much 
more vigorous taxation policy, and, as time went on, placed rela- 
tively less and less dependence upon borrowing. The proportion 
of the total net income of the Government which was obtained 
from borrowing was at its highest in 1797, when it stood at 71 
per cent. It dropped sharply the next y(\ar, and from 1798 to 

^ Supra, p. 199. - Silberliiig, p. 215. 
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1810 the pcircentagc exeoedc'd 60 in only oik' year and it was less 
than 50 in seven years. ^ This highly creditable fiscal record on the 
part of the Government did much to strengthen public confidence 
during these trying years. 

A rough id('a of the extent to which the Bank expanded its 
credit during the years from 1797 to 1810 can be obtained from 
the following table: ^ 


Table II. Important Items in Bank of England’s Balance Sheet 
FOR Months of February and Auoust, 1707-1821 


Yeak and 
Month 

Notes in 

C'lHCUEATION 

Deposits 

Bullion 

I^ltlV" \TE 
SEC'CKiriES 

i’uruTr 

SKrOKITIES 

1797 F 

9.7 

4.9 

1.1 

5.1 

11.7 

A 

11.1 

7.8 

4.1 

9.5 

8.8 

1798 F 

13.1 

6.1 

5.8 

5.6 

11.2 

A 

12.2 

8.3 

6.5 

6.4 

10.9 

1799 F 

13.0 

8.1 

7.6 

5.5 

11.5 

A 

13.4 

7.6 

7.0 

7.5 

9.5 

1800 F 

16.8 

7.1 

6.1 

7.4 

14.0 

A 

15.0 

8.3 

5.2 

8.6 

13.6 

1801 F 

16.2 

10.7 

4.6 

10.5 

16.0 

A 

14.6 

8.1 

4.3 

10.3 

11.9 

1802 F 

15.2 

6.9 

4.2 

7.8 

14.2 

A 

17.1 

9.7 

3.9 

13.6 

13.5 

1803 F 

15.3 

8.1 

3.8 

14.5 

9.4 

A 

16.0 

9.8 

3.6 

13.6 

13.3 

1804 F 

17.1 

8.7 

3.4 

12.3 

14.7 

A 

17.2 

9.7 

5.9 

10.8 

15.0 

1805 F 

17.9 

12.1 

5.9 

11.8 

16.9 

A 

16.4 

14.0 

7.6 

16.4 

11.4 

1806 F 

17.7 

10.0 

6.0 

11.8 

14.8 

A 

21.0 

9.6 

6.2 

15.3 

14.2 

1807 F 

17.0 

11.8 

6.1 

14.0 

13.5 

A 

19.7 

11.8 

6.5 

16.5 

13.4 

1808 F 

18.2 

12.0 

7.9 

13.2 

14.1 

A 

17.1 

13.0 

6.0 

14.3 

15.0 

1809 F 

18.5 

10.0 

. 4.5 

14.4 

14.7 

A 

19.6 

12.3 

3.7 

18.1 

15.3 

1810 F 

21.0 

12.5 

3.5 

21.1 

14.3 

A 

24.8 

13.6 

3.2 

23.8 

17.2 

1811 F 

23.4 

11.4 

3.4 

19.9 

17.2 

A 

23.2 

11.1 

3.2 

15.2 

21.9 

1812 F 

23.4 

11.6 

3.0 

15.9 

22.1 

A 

23.0 

11.8 

3.1 

17.0 

21.2 

1813 F 

23.2 

11.3 

2.9 

12.9 

25.0 

A 

24.8 

11.2 

2.7 

14.5 

25.6 


» Ihid., p. 218. 

2 This table is based upon figures given in the Bank-Charter (Jonirnission’s Report 
of 1831-1832 (Appendix 5). 
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Table II. Important Items in Bank op England’s Balance Sheet 
FOR Months of February and August, 1797-1 821 
{Continued) 


Yea.r and 
Month 

Notes in 
Circulation 

Deposits 

Bullion 

Private 

Secuuitieh 

PUBJ.IC 

Securities 

1814 F 

24.8 

12.5 

2.2 

18.4 

23.6 

A 

28.4 

14.8 

2.1 

13.4 

35.0 

1815 F 

27.3 

11.7 

2.0 

17.0 

27.5 

A 

27.2 

12.7 

3.4 

20.7 

24.2 

1816 F 

27.0 

12.4 

4.6 

24.0 

19.4 

A 

26.8 

11.9 

7.6 

11.2 

26.1 

1817 F 

27.4 

10.8 

9.7 

8.7 

25.5 

A 

29.5 

9.1 

11.7 

5.5 

27.1 

1818 F 

27.8 

• 8.0 

10.1 

4.0 

26.9 

A 

26.2 

7.9 

6.4 

5.1 

27.3 

1819 F 

2.5.1 

6.4 

4.2 

9.1 

23.4 

A 

25.3 

6.3 

3.6 

6.3 

25.4 

1820 F 

23.5 

4.1 

4.9 

4.5 

21.7 

A 

24.3 

4.4 

8.2 

4.7 

19.2 

1821 F 

23.9 

5.6 

11.9 

1 4.8 

1 16.0 

A 

20.3 

.5.8 

11.2 

2.7 

15.8 


Despite the suspension of gold payments, the value of the paper 
pound, measuH'd in terms of gold or of silver in England, or in 
terms of the principal specie exchanges, namely, Paris and Ham- 
burg, showed a fair degree of stability down to 1808. Another 
criterion which tells a similar story is the movement of commodity 
prices in England. 

The following table on page 208 shows the fluctuations in the 
value of the pound in terms of these different indices during these 
years. ^ 

It will be observed that the fluctuations in the value of the 
pound were small by whatever criterion measured during the 
eleven years ending 1808, as compared with fluctuations which 
the world has experienced since that time in the purchasing powers 
of both gold and silver. 

It was not until after the crisis of 1800 that the public began 
to suspect that the rise in the price of bullion and the decline in 

* The table is based chiefly upon figures given by Hawtrey, p. .335. The coniinod- 
ity price index number covering 35 articles is that prepared by Silborling and given 
in the Harvard Review of Economic Statistics, October, 1923, p. 232. To make possible 
a comparison with changes in the price level in the United States, which at this 
time (except for the years 1814-1817) was upon a specie basis. I have added a 
column, giving the wholesale price index numbers for the United States prepared by 
Alvin H. Hansen and published in the Monthly Labor Review of February, 1927, 
pp. 166 and 167. 
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Table III. Fluctuations in the Value of the Paper Pound as 
Evidenced by Prices of Specie, Foreign Exchange Rates and 
Commodity Prices, 1797-1819 


Y EAR 

1 " 

2" 

3 

4 

5 

6 

1797 

1(X).0 

102.6 

— 

98 

141 


1798 

100.0 

100.1 

— . 

9t> 

149 

— 

1799 


106.7 

— 

103 

156 

— 

1800 

107.0 

113.5 

— 

113 

159 

— 

1801 

109.0 

117.3 

— 

113 

166 

162 

1802 

— 

113.7 

105.7 

109 

143 

133 

1803 

— 

111.9 

102.9 

105 

156 

136 

1804 

103.0 

108.3 

100.1 

101 

153 

147 

1805 

103.0 

107.4 

98.8 

103 

160 

151 

1806 

— 

110.5 

103.0 

105 

157 

148 

1807 

— 

110.2 

103.5 

104 

152 

139 

1808 

— 

107.1 

108.4 

106 

166 

136 

1809 

— 

110.4 

123.3 

121 

176 

143 

1810 

— 

113.9 

121.6 

120 

176 

156 

1811 

123.9 

120.7 

139.1 

144 

158 

152 

1812 

130.2 

126.5 

131.2 

128 

163 

154 

1813 

136.4 

136.7 

128.6 

130 

185 

179 

1814 

124.4 

124.3 

116.4 

119' 

198 

224 

1815 

118.7 

117.5 

115.6 

114 

166 

176 

1816 

102.9 

100.9 

99.6 

100 

135 

150 

1817 

102.2 

104.3 

102.0 

102 

143 

151 

1818 

104.6 

106.5 

104.3 

105 

150 

148 

1819 

102.3 

104.7 

102.7 

102 

136 

130 


Headings of above eolunins: 

1 — Gold, lnd('X Nuiriliers, Par = £3 17s. 103^^d. pcT oz. = 100. 

2 — Silver, Index Numbers, Par = G0-84d. per oz. = 100. 

3 — Exchange on Paris, Index Numbers, Par = 25-22 Fr. pcT £ = 100. 

4 — Exchange on Hamburg, Index Numbers, Par = 3()s. banco per £ = 100. 

5 — Commodity Prices in England, Year 1790 = 100. 

6 — United Statics Wholesale Price Index, Year 1913 = 100. 

“ (JuotationH for tho prire of Kold are very incomplete, because for several long stretches of 
time there was no established market. The bulk of England’s trade at this time was with silver 
standard i-ountries, and there exists a practically continuous senes of quotations tor silver. For 
thi.s reason, the price of silver, or more specifically the average price per ounce of Spanish 
dollars, is probably the best criterion of the price of specie (Silberling, p. 230). The variations 
during these years in the gold-silver market ratio were not large. Soetbeer’s annual figures for 
this ratio at Hamburg showed a range for this entire period (1797-1810) of only a little over 
5 per cent. 

the foreign exchanges were evidence of a depreciation in the specie 
value of the bank note. During the next few years, however, this 
view was frequently expressed, both in Parliament and outside.^ 


1 Among those who early took this position were Walter Boyd, Charles James 
Fox, Henry Thornton and Lord Peter King. 

A well-reasoned statement showing a realization of the variability of the value of 
gold itself as well as of the fact of the depreciation in the gold value of the Bank of 
England notes was given in King, Thoughts on the Effects of the Bank Restrictions. 
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A substantial rise in the price of bullion, with sharp declines in 
th(‘ foreign exchanges and pronounced advances in commodity 
prices, in 1809, accompanied by a speculative expansion into 
South America, brought the subject of th(^ state of the currency 
again prominently to public; attention. The facts, mon'over, that 
this apparent depreciation of the bank-note currency was accom- 
panied by an increase in th(‘ bank-note circulation, a large increase 
in the Bank’s holdings of private securities, and a pronounced 
decline in its spc^cie reserve, directed public criticism toward the 
Bank. 

Ricardo’s Letters to ‘^The Morning Chronicle” 

David Ricardo, an ('xchange broker in London, who in the 
course of his business had been having extensive transa(;tions with 
the Bank of England, on August 29, 1809, wrote a letter to The 
'Morning Chronicle of London on ‘^The Price of Gold.” This letter 
was vigorously attacked by other correspondents of the paper, 
and Ricardo repli('d to the attacks in two subsequent letters, one 
on Sept(‘mber 20 and one on No^'ember 23.^ The monetary phi- 
losophy set forth in these l(‘tt(‘rs was further (‘laborated by Ricardo 
and pu])lished under th(^ title, ''The High Price of Bullion, A Proof 
of the Depreciation of Bank Note's,” the first edition of which 
was dated D(‘(*('mber 1 , 1809. These letters to the Chronicle repre- 
sent(‘d David Bicardo’s first public; appearance as an economist. 
His position may be briefly summarized as follows: 

The de facto monetary standard of England prior to the sus- 
pension of spe'cie payments in 1797 was gold. The value of gold 
itself, as expressed in its purchasing power over commodities, 
varies with the scarcity or abundance of gold; it is a question of 
demand and supply. The market price of gold, however, remains 
comparatively fixed so long as the country is on the gold standard, 
and "no scarcity, however great, can raise the market price much 
above the mint price, unless it be measured by a depreciated cur- 
rency.” The approximate parity of gold bullion and Bank of 
England notes at the mint price of gold was maintained, while 
the gold standard prevailed, by the fact that dealers could ex- 
change their notes at the Bank for gold coin on demand and then 
melt down the coin and sell it, and likewise could take gold bullion 

’ Cf., Hollander, J. H., Editor, David Ricardo on the Price of Gold, 1809 — A Re- 
print of Economic Tracts; Baltimore, Maryland, The Lord Baltimore Press, 1903. 
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to tho Mint or to the Bank of England and obtain bank notes for 
it at the parity rate, or very close to it. Similar forces before the 
suspension of gold payments restricted foreign exchange fluctua- 
tions to the narrow range marked by the expcnises incident to the 
shipment of gold. “This is therefore the natural limit to the fall 
of the exchange, it can never fall more below par than these ex- 
penses ; nor can it ever rise more above par than the same 
amount.” ’ According to Ricardo, “no ('fforts of the* Bank could 
keep more than a certain (juantity of notes in circulation, and if 
that quantity was exceeded, its effects on the price of gold always 
brought the excess back to the Bank for specie.” After the 
Restriction Act, “all checks to the over issue of not€\s were re- 
moved, excepting that which the Bank voluntarily placed on 
itself . . .” * held that, so long as the hanks were willing to 
lend, borrowea-s would want to borrow, and, as loans increased, 
bank-note issues would rise, with a resulting rise in the price of 
gold and with a like effect on the prices of provisions and on all 
other commodities. Under the same influences, foreign exchange 
rates would correspondingly decline. Th(' extent to which the 
price of gold rose above parity, he maintained, roughly mc'asured 
the degree to which bank notes had depreciated. 

To the argument that a proof that bank notes had not depre- 
ciated was to be found in the fact that no shopkeeper would sell 
more goods for 20 guineas than for £21 in bank notes, he held: 
first, that this was not true, because secretly there was in practice 
a discrimination in favor of gold and against bank notes; and, 
second, that discrimination against bank notes was restrained by 
the fact that it “would expose the man who openly undertook it 
to so much obloquy and suspicion, that notwithstanding the profit, 
no one is hardy enough to encounter the risk, particularly as the 
law is very severe against melting the coin or exporting it.” ^ 
Ricardo^s proposal for bringing the depreciated bank notes back 
to parity with gold was a vigorous contraction of the currency, 
which was to be enjoined upon the Bank by Parliament.^ 

“If,’’ he said, “our circulating medium has been augmented a fifth, 
till that fifth be withdrawn the prices of gold and commodities will 
remain as they are. Increase the quantity of notes, they will rise still 


1 Ibid,, p. 13. 

2 Ibid., p. 10. 
*Ibid., p. 11. 


*Ihid., p. 11. 

^ Ibid., pp. 14 and 18. 
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higher; but withdraw the same, as I earnestly re(;ommend, and gold and 
every other commodity will find its just level. . . . Let the Bank be 
enjoined by Parliament gradually to withdraw to the amount of two or 
three millions of their notes from circulation, without obliging them, in 
the first instance, to pay in sj)ecie, and we should very sooji find that the 
market price of gold would fall to its mint price of 3C 17s. that 

every commodity would experience a similar reduction; and that the 
exchange with foreign countries would be confined within the limits 
above mentioned. 

Ricardo's proposal had been criticized by Mr. Cobbett on the 
ground that the withdrawal of the Bank of England notes from 
circulation would not contract the currency since country bank 
notes would be pushed into circulation to take their place as fast as 
they wer(i withdrawn. Ricardo's reply was that all country bank 
notes were convertible into Bank of England notes on demand and 
that, therefore, a reduction in the supply of Bank of England notes 
would necessitate a corresponding reduction in the supply of the 
country bank notes for which these Bank of England notes served 
as the reserve. 

Bullion Committee 

Ricardo was not willing to let the matter drop with his Chronicle 
letters and his pamphlet on ^‘The High Price of Bullion," especially 
since th(i currency situation at this time was getting worse instead 
of better. He obtained the support of his friend, Francis Horner, 
who was then a member of the House of Commons, and Horner in 
February, 1810 succeeded in having a Select Committee appointed 
by the House 

‘‘to erujuire into the Cause of the High Price of Gold Bullion, and to 
take into consideration the State of the Circulating Medium, and of the 
Exchanges between (ireat Britain and Foreign Parts; — and to report 
the same, with their Observations thereupon, from time to time, to The 
House.” 

Horner, who was himself a capable economist, was made Chairman 
of the Committee. Most of the twenty-two members of the Com- 
mittee were men well informed on monetary questions.^ 

1 The Committee included such well-known names as Alexander Baring, W. Hus- 
kisson and Henry Thornton. The Committee took evidence over a period extend- 
ing, with interruptions, from February 22 to May 25, and examined a large number 
of witnesses. The Hearings are reported in full in the Minutes of Evidence; and the 
Appendices of the Report contain much useful information. “ Report together with 
Minutes of Evidence, and Accounts, from the Select Committee on the High Price 
of Gold Bullion. Ordered, by the House of Commons, to be printed, 8 June 1810." 
Hereafter cited as Report. 
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Conflicting Testimony. The witnesses before the Committee 
differed widely, both as to the facts themselves and as to their inter- 
pretation. Broadly speaking, there were two schools of thought 
and there wc^re difference\s of d(‘tail among the witnessf's adhering 
to each school. There were in addition a number of witnessc's, 
mostly those testifying on special ‘subjects, whom it is impossible 
to classify as belonging definitely to either school. The nature of 
the controversy can b(\st, Ix' mad(‘ clear by summarizing the two 
opposing schools of thought. Th(‘ one school is perhaps best called 
‘‘The Bank School,” because its principal champions were officials 
and directors of th(‘ Bank of England; and the other school may be 
called “The Gold School,” because it strongly favored the gold 
standard. 

The Bank School. The position of this group was that the high 
price of gold bullion and the low exchangt? rates were not due to any 
excess in th(' issuance of bank notes, but rather to an increased 
demand for specie, particularly abroad, and to an unfavorable trade 
balance. I'he repres(‘ntativ(\s of th(‘ Bank of England held that 
bank notes could not be issued to excess and could not depreciate 
so long as the Bank made loans only against high-grade, short-time 
bills, repr(\senting real commercial transactions; and they held, 
with occasional waverings, that the Bank’s directors did not and 
should not consider th(i state of the exchanges or the price of bul- 
lion as factors of importance in d(‘t(Tmining their discount policy 
and the volume of their bank note issues. 

John Whitmore, the Governor of the Bank of England, was 
asked if there was not Reason to suspect that the present unfavor- 
abk' static of th(‘ ('xehangi' might be du(^ in part to the absence of 
that limitation upon the issuance of notes which used to be imposed 
by the Bank before the Restriction Act, on the occasion of the 
exchanges becoming unfavorable. He replied : ^ 

“My opinion is, I do not know whether it is that of the Bank, that the 
amount of our })af)er circulation has no reference at all to the state of 
the exchange.” Q . — “ Has that question ever been brought to a regular 
discussion and decision in the Court of Directors? ” A. — “ In the opinion 
of the Bank Directors, it had not sufficient bearing upon our concerns 
to make it more than a matter of conversation; it never was singly and 
separately a subject of discussion, though constantly in view with other 
circumstances.” 


'> Report, p. 90. 
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With regard to this subject, Deputy-Governor Pearse testified: ^ 

. I cannot see how the amount of Bank notes issued can operate 
ujx)!! the price of Bullion, or the state of the exchanges, and therefore I 
am individually of opinion that the price of Bullion, or the state of the 
exchanges, can never be a reason for lessening the amount of Bank notes 
to be issued, always understanding the control which I have already 
described.’’ 

Governor Whitmore concurred in this opinion, saying: ^ 

‘T am so much of the same opinion, that I never think it necessary to 
advert to the price of Gold or the state of the exchange, on the days on 
which we make our advances. ... I do not advert to it with a view to 
our general advances, conceiving it not to bear upon the question.” 

The representatives of the Bank of England applied this same 
principle in their interpretation of the issues of the country banks. 
Deputy-Governor Pearse said : ^ 

If the country bankers regulated and limited their issues upon the same 
princijde as uniformly governs the Bank of England, I do not see how 
any excess can arise in their circulating paper; but if any of their paper 
is issued otherwise than as representing securities arising out of real 
transactions and payable at fixed and not distinct [sfc, distant] periods, 
I conceive such an excess may obtain ...” 

This same attitude was maintained by the representatives of 
the Bank whcui they were pressed as to its applicability under a 
regime of very low discount rates, as will be seen from the follow- 
ing excerpts from the testimony: ^ 

Q. — “State to the Committee what is the criterion whieh enables the 
Bank at all times to ascertain that the issue of Bank notes is kept pre- 
cisely within the limits which the occasion of the public requires, and 
thereby to guard the circulation of this Country against the possibility 
of any excess; and in what manner the control necessary for maintaining 
uniformly an exact proportion between the occasions of the public and 
the issues of the Bank, is exercised and applied by the Court of Di- 
rectors?” A. (Governor Whitmore) — “I have already stated that we 
never forced a Bank note into circulation, and the criterion by which I 
judge of the exact proportion to be maintained is, by avoiding as much 
as possible to discount what does not appear to be legitimate mercantile 
paper. The Bank notes would revert to us if there was a redundancy in 
circulation, as no one would pay interest for a bank note that he did not 
want to make use of.” Mr. Pearse: ‘T agree in that opinion . . 

* Ibid., pp. 96 and 97. s Ibid., p. 119. 

* Ibid., p. 97. * Ibid., pp. 97 and 98. 
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Q. — “Then your measure of scarcity or abundance is by the greater or 
less application that is made to you for the discount of good paper?” 
A. (Governor Whitmore) — “Certainly.” Q. — “Does not the circum- 
stance, of individuals applying for advances, or not so applying, at 
5 per cent, indicate rather a deficiency or a redundancy of the mercantile 
capital, than a sui)erfliiity or want of circulating medium?” A. (Mr. 
Pearse) — “I am not of o])inion tha<^ the application for Bank notes is 
for any other i)urposcs than as a circulating medium in the interchange 
of i)roperty.” C^. — “ Is it your o])inion that the same security would exist 
against any excess in the issues of the Bank, if the rate of the discount 
were reduced from five to four j)er cent.?” A. (Governor Whitmore) — 
“The se(turity against an excess of issue would be, I conceive, precisely 
the same.” ]\Ir. Pearse: “1 concur in that answer.” (J. — “If it were 
reduced to three })er cent.?” A. (Governor Whitmore) — “I conceive 
there would be no difference, if our jmictice remained the same as now, 
of not forcing a note into circulation,” Mr. Pearse: “I concur in that 
answ'cr.” 

As to the influence of hank note issues upon exchange rates, 
Deputy-Governor P('ars(‘ testified that, in his opinion: ’ 

“The amount of the Bank notes in circulation, controlled as it is by the 
occasions of the public for internal i)urposes, cannot influence the rate 
of the Hamburgh exchange, and the consequent export of Bullion. . . . 
From the manner in which the issue of Bank notes is controlled, the 
publick will never call for more than is absolutely necessary for their 
wants.” 

On the subject of the relationship between bank note issues and 
the commodity pric*(‘ level, th(‘ representatives of the Bank were 
somewhat halting and evasive in their answers. Deputy-Governor 
Pearse was ask(‘d : ^ 

“Supposing the Bank {)aper to be diminished, as you suppose that it 
possibly might in the contemplation of the event of the opening of the 
Bank [namely, return to specie payments], do you not conceive that such 
diminution would tend in some degree to lower the general price of 
commodities? ” A.— “ As long as it only passes as a circulating medium, 
I think not.” (^. — “Do you conceive that a very considerable reduction 
of the amount of the circulating medium, would not tend in any degree 
to increase its relative value comj)ared with commodities, and that a 
considerable increase of it w^ould have no tendency whatever to augment 
the ])rice of commodities in exchange for such circulating medium?” 
A. — “ It is a subject on w'hich such a variety of opinions are entertained, 
1 do not feel myself competent to give a decided answer.” 

Supporting the general position taken by Governor Whitmore 
and Deputy-Governor Pearse were five other witnesses, including 

1 RepoH, p. 112. 2 Jlrid., p. 127. 
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Jeremiah Harman, a director of the Bank and J. L. Greffulhe, a 
prominent merchant ‘‘trading chiefly to the Continent.’' 

The Gold School. It will not be necessary to discuss at this point 
the testimony of those witnesses who belonged to the Gold School 
and who disagna^d fundamentally with the positicm taken by the 
officials of the Bank of England, for the reason that the Report of 
th(' Bullion C’ommittee itself is an (exposition of the opinions of this 
School. In summarizing that Report, therefore, the monetary 
philosophy of this Scehool will be presented and the answers to the 
arguments advanced by the Banking School will be made (evident. 
Th(‘ thre(‘ })rin(apal witiK'sses in this Gold School were Sir Francis 
Baring, the founck'r of the great banking house of Baring Brothers, 
Mr. Thomas Thompson,. hims(elf a nuanber of the Bullion Com- 
mittee, and a third man who t(‘stifi('d und(‘r the name of “A Con- 
tinental Mc'rchant,” and who is generally beli('ved now to have 
been the great financier, N. M. Rothschild. These men attributed 
the high price of bullion and the low state of the exchanges chiefly 
to exc(\ssha‘ issues of bank notes, the responsibility for which, in 
large part, they pla(*(‘d upon the Bank of England.^ 

The Bidlion Committee Report. Th(‘ Report, which was signed by 
all tw(‘nty-two nKunlxTs of th(‘ Committe(' and the text of which 
covered about thirty-threc' folio pag(\s, was presented to the House 
of Commons and ord('r(^d printed June 8, 1810. It gave rise to a 
h('ated debate in periodi(rals and pamphkTs, in which many emi- 
nent persons participated, including David Ricardo and Thomas R. 
Malthus.-^ Not until the following May did it come before the 
House of Commons for d(J)ate. 

Briefly summarized, the argument of the Report is as follows: 

High Price of Gold. The extraordinary rise in the market price 
of gold in recent years and the contemporaneous remarkable de- 
pression in the foreign ex(‘hang(\s are unusual phenomena that 
demand explanation. The argument of several witnesses that this 
is due to an unusual demand for gold on the Continent is fallacious, 
because there is no evidence of a rise in the price of gold abroad,’^ 

‘ There were, as previously noted, seventeen other witnesses, most of whom 
testified on special problems, and none of whom took a clear stand on one side or the 
other of the fundamental questions in the controversy. 

2 P’or an account of this controversy and of the parliamentary history of the 
Report, cf., Carman, op. cit., pp. xxiv-xxviii. See also Ricardo, Minor Papers on the 
Currency Questioyi, 1800-1823, edited by Jacob H. Hollander. 

* That the world valve of gold at about this time was rising the reader will see by 
referring to Column 6 of the Table on page 208, which shows that commodity prices 
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nor of an increase in its value at home in terms of commodities. 
Moreover, at previous times, when notes were convertible into 
specie on demand, extraordinary demands for gold abroad did not 
cause any such high prices for gold as the country has today. For 
many years prior to 1797 British gold coin, Bank of England notes 
and gold bullion were kept at approximate parity with each other. 
The greatest depreciation which could take place in the coin, when 
the Bank paid in gold, the Report said, was about 53^ per cent.; 
and accordingly it would be found, that, prior to 1797, the differ- 
ence between the mint price and market price of gold never ex- 
ceeded that limit. ^ Since the suspension in 1797, even if it should 
be admitted that gold were still our measure of value, which the 
Committee considers to be very doubtful, 

“ ... it has been exposed to a new cause of variation, from the possible 
excess of that paper which is not convertible into (lold at will; and the 
limit of this new variation is as indefinite as the excess to which that 
paper may be issued. 

Low State of the Exchanges. The Report took issue with the con- 
tention, that the fall in the exchanges was due wholly or chiefly 
to an unfavorable balance of trade or paynu'nts, and held that 
under the regime of convertibility unfavorable balanc(\s never 
caused such a depreciation, and that they would be automatically 
corrected through an outflow of gold, with tho export point at the 
lower possible limit of exchange decline. 

“It appears to Your Committee,” says the Report, “to have been long 
settled and understood as a principle, that the difference of Exchange 
resulting from the state of trade and pa3niients between two countries 
is limited by the expense of conveying and insuring the precious metals 
from one country to the other; at least, that it cannot for any consider- 
able length of time exceed that limit.” ^ 

In support of this conclusion, the Report earlier cited the testi- 
mony of “a very eminent Continental Merchant,” (N. M. Roths- 
child), who conceived “that such fall of oiir Exchange as has ex- 
ceeded that extent in the last 15 months, must certainly be referred 

in the United States, a country then on a bimetallic basis, declined continually and 
substantially from 1805 to 1808. 

1 Report, p. 7. 

2 At this point the Report questions " whether we have any other standard of 
prices than that circulating medium, issued primarily by the Bank of England and in 
a secondary manner by the country banks . . .” Ibid., p. 7. 

3 Ibid., p. 11. 
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to the circumstance of our paper currency not being convertible 
into specie/^ ^ 

Before suspension, declining exchange rates, and a slight rise 
in the price of bullion led to a withdrawal of gold from the Bank of 
England and from the country banks, and to its exportation. The 
gold was paid out by the banks against the presentation of bank 
notes, and the withdrawal from circulation of these bank note.s 
contracted the currency. Such a withdrawal of gold brought pres- 
sure on the Bank to raise its discount rate and to curtail its loans. 
These automatic checks usually prevented the Bank from unduly 
extending its note issue. 

Suspension of gold payipents, however, took away these checks, 
and the Bank erroneously ceased to pay adequate attention in its 
discount policy to su(;h important danger signals as falling exchange 
rates and a rising price of bullion. '^J''he Directors were wrong, the 
Committee maintained, in holding that, so long as the Bank’s 
notes were issued only in the discounting of good commtTcial bills 
of short maturities and were not forced upon the public, they could 
not be issued in excessive amounts. This might be true, the Com- 
mittee said, under a regime of convertibility, but it was not true 
when redemption in spt'cie provided no check to note expansion. 
Notes issued against a discounted bill, to make one commercial 
payment, may continue in circulation for a long time and make 
many payments. Increasing note circulation tends to raise com- 
modity prices, and the resulting higher price level necessitates the 
maintenance of the increased circulation. There is no limit to the 
possible expansion. 

The situation was made worse by the usury law fixing the max- 
imum rate of discount at 5 per cent. The making of discounts at 
rates below the real market rate encourages an expansion of the 
note circulation for speculative loans. 

Country banks, after suspension, redeemed their notes to a large 
extent by drafts on the Bank of England and by the payment of 
Bank of England notes. The Bank of England notes formed an 
important part of their reserves, and, although in some districts 
near London Bank of England notes and country bank notes com- 
peted with each other in active circulation, taking the country as 
a whole an expansion in the Bank of England’s note circulation was 
likely to be followed by an expansion in the circulation of the notes 

^ Ibid., p. 8. 
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of the country banks, while a contraction in the circulation of 
Bank of England notes was likely to be followed by a contraction 
of the country bank circulation. In this respect, Bank of England 
notes served as the reserve^ of country hanks and wen' performing 
to a considerable extent the function that the species reserve of the 
country banks had p(^rformed before suspension. The Committee 
held: ^ 


“ . . . that so long as the Cash pajmients of the Bank are suspended, the 
whole paper of the Country Bankers is a superstructure raised upon the 
foundation of the paper of the Bank of England. ... If the l^ank of 
England paf)er itself should at any time, during the suspension of Cash 
payments, be issued to excess, a corresponding excess may be issued of 
Country Bank paf)er which will not be checked; the foundation being 
enlarged, the superstructure admits of a pro])ortionate extension.” 

This increase in the country bank note circulation, caused in 
larg(' part by the mistak(ui policy of th(' Directors of the Bank of 
England in restricting thc'ir attention to the quality of the papc'r 
they wc're asked to discount and in ignoring th(^ warnings given by 
declining exchange rates and a mounting premium on the price of 
bullion, explains in large part the unfortunate situation in which 
the country then found itself. Such was the opinion of the Bullion 
Committee. 

The CVjmmittee based its conclusions upon what would be calk'd 
today by most (K^onomists a form of the quantity theory of money, 
although it nowhere' used that term. 

^‘An increase in the ciuantity of the local currency of a particular coun- 
try,” it says, “will raise ])rices in that country exactly in the same 
manner as an increase in the general supi)ly of ])recious metals raises 
prices all over the world. By means of the increase of quantity, the value 
of a given portion of that circulating medium, in exchange for other 
commodities, is lowered; in other words, the money prices of all other 
commodities are raised, and that of Bullion with the rest. In this man- 
ner, an excess of the local currency of a particular country will occasion 
a rise of the market price of (lold above its Mint price. It is no less 
evident, that, in the event of the prices of commodities being raised in 
one country by an augmentation of its circulating medium, while no 
similar augmentation in the circulating medium of a neighbouring 
country has led to a similar rise of prices, the currencies of those two 
countries will no longer continue to bear the same relative value to each 
other as before. The intrinsic value of a given portion of the one cur- 
rency being lessened, while that of the other remains unaltered, the 
^ Report, p. 28. 
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Exchanp:e will be computed between those two countries to the dis- 
advantage of the former. 

“In this manner, a genera] rise of all prices, a rise in the market ])rice 
of Gold, and a fall of the Foreign Exchanges, will be the effect of an ex- 
cessive quantity of circulating medium in a country which has adopted 
a currency, not ex])ortable to other countries, or not convertible at will 
into a Coin which is exportable.” ^ 

After making this general statement, the Committee qualified 
it by showing that in any statearient of the relationship between 
the volume of money and the price level, such factors as the volume 
of trade, the velocity of moncff-ary circulation, the extent of the 
use of bank checks, and {a)nfidence must l)e taken into account. 
In other words, it is a question of monc'tary demand as w(dl as 
of moinff^ary supply. 

It is a ‘GTry important principle,^' the Committc^e said that: 

“ . . . the mere numerical return of the amount of Bank notes out in cir- 
culation, cannot be considered as at all deciding the question, whether 
such paper is or is not excessive. It is necessary to hav(^ recourse to other 
tests. The same amount of ])aper may at one time be less than enough, 
and at another time more. The (juantity of currency recpiired will vary 
in some degree with the extent of trade; and the increase of our trade, 
which has taken i)]ace since the suspension, must have occasioned some 
increase in the quantity of our currency. But the (piantity of currency 
bears no fixed proi)ortion to the quantity of commodities . . . The 
effective currency of the Ck)untry depends u])on the quickness of circula- 
tion, and the number of exchanges performed in a given time, as well as 
upon its numerical amount; and all the circumstances, which have a 
tendency to quicken or to retard the rate of circulation, render the same 
amount of currency more or less adecjuate to the wants of trade. A much 
smaller amount is required in a high state of public credit, than when 
alarms make individuals call in their advances, and provide against 
accidents by hoarding; and in a period of commercial vsecurity and 
private confidence, than when mutual distrust discourages jiecuniary 
arrangements for any distant time. But, above all, the same amount of 
currency will be more or less adequate, in proportion to the skill which 
the great money-dealers jjossess in managing and economising the use 
of the circulating medium.” 

The Committee maintained that no adequate provision against 
excessive note issues could be found, except convertibility into 
specie on demand. It considered the existing depreciation of the 
bank notes and the instability of their value to be a great evil, 
which should be remedied at the earliest practicable moment. 

^ Ibid., pp. 7 and 8. * Ibid., p. 26. 
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The remedy was a resumption of convertibility. It held that, if 
the bank notes should be permitted to continue for too long a 
time at this depreciated value, Parliament might decide that the 
gold content of the guinea should be reduced, so as to bring the 
value of the guinea down to the level of the bank notes. Such a 
debasement the Committee thought would be a “breach of public 
faith’’ and a “dereliction of a primary duty of Government.” ^ 

The Report recommended that the details of the plan for the 
resumption of cash payments should be left to the director of 
the Bank, but that the time of resumption should be fixed at a 
date two years in the future, and that resumption should become 
effective on that date, regardl(\ss of wh(‘ther the war should con- 
tinue until that time or not. Th(‘ Committ(‘e said that donu'stic 
panic might possibly justify an extcaision of the date, but no such 
justification could be found in the state of the foreign exchanges. 

Report Submitted to Parliament. The Report of the Bullion 
Committee did not come up for debate in Parliament until May 6, 
1811, nearly a year after it was presented. The debate; was opened 
by Horner in a speech presenting and defending at length the 
arguments of the Report and the policy it recommende'd, and 
concluding with the submission of a series of sixteen resolutions.^ 

Other members of the Bullion Committee made spc^eches sup- 
porting the Report; the speeches of Huskisson and Thornton 
were particularly able. The presentation of fundamental mone- 
tary principles by Thornton in his two speeches and the support 
of these principles by citations from the monetary history of Ire- 
land, France, Russia, Sweden and the United States, are worthy 
of careful study by monetary students of today. In fact, many of 
the fallacies which Thornton so ably refuted are still held in high 
places. He stated effectively the principles of international price 
equilibrium, of foreign exchange fluctuations and of international 
specie movements. Without using the term, he clearly antici- 
pated the “purchasing power parity” doctrine. He pointed out 
the difference between money interest and real interest, and set 
forth the theory which is now known under the term “deprecia- 
tion, appreciation, and interest.” He explained the theory under- 
l5dng that we now call “Gresham’s Law.” The difficulty of liqui- 

1 Report, p. 31. ^ 

2 The resolutions are given in Hansard’s Debates, XIX, pp. 830 and 831. These 
Debates will be cited hereafter as Hansard. 
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dating wages and of bringing them back into equilibrium with 
prices in a period of currency appreciation, following a period of 
inflation, were discussed. He quoted David Hume's statement, 
that '4t is only in the interval between the acquisition of money 
and rise of prices, that the increasing quantity of gold and silver 
is favourable to industry," ^ and added that his opponent would 
do well to remember that ^'it is only by the perpetual increase 
of paper that their object can be fully effected. They should also 
reflect, that, in proportion to this increase, the exchange will be 
prejudiced, and the standard of the country forsaken." If a long 
period of substantial depreciation has been permitted to (^xist 
in any country, say, eight,^ ten or twenty years, then, in his opinion, 
it may be considered unfair to restorer the preexisting value of the 
currency, for loans and other contracts would have b(M;n made 
under the expectation of a continuance of the existing deprecia- 
tions.'^ If, however, the (h'preciation had lasted only two or three 
years, he believed, justice was on the side of returning to the ante- 
cedent m(5tallic standard. 

Thornton was at his best in discussing the balanc(‘ of trade. It 
has apix^ared in th(‘ course? of the? pre'sent dehate\s, lie^ said, that 
“the chi(?f circumstance' which had led the* Direedors of the Bank 
to embrace the opinion that the quantity of the'ir paper had no 
influence on the exchange, was tlie doctrine whiedi they enter- 
tained respecting what is called the balance of trade." ^ Thorn- 
ton did not use “balance of trade" in the pr(‘sent-day commodity 
sense, but included all the invisible items which today are included 
in the balance of payments.'^ According to the Directors, the state 
of the exchange was the unavoidable cons(?quence of an unfavor- 
able trade balance. To this contention he replied : ^ 

“Our ancestors, eager for the acquisition of the precious metals, exjdor- 
ing, as is well known, new continents, chiefly with a view to this article; 
and accustomed to consider trade as profitable or otherwise, in propor- 
tion as it brought in or took out gold and silver, were naturally led to 
denominate that i)art of our exports or imports which consisted of these 
metals, a balance. In truth, however, this was not a balance. Bullion 
was an article of commerce, rising or falling in value according to the 

1 Hansard, XX, pp. 86 and 87. 

2 Ibid., XIX, p. 917. 

3 Ibid., XX, p. 81. 

3 See article Fetter, F. W.. “The Term ‘Favorable Balance of Trade,”’ The 
Qiuirterly Journal of Economics, August, 1935, p. 621. 

3 Ibid., pp. 81 and 82. 
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supply and the demand, exactly like any other, transporting itself in 
greater or less quantities according to the supply and the demand, exactly 
like any other, transporting itself in greater or less quantities according 
to the comfmrative state of the market for that and for other articles, 
and forming only an item on one side of the general account. Corn, or 
any other commodity might just as i)roperly be said to pay the balance 
as gold or silver; but it would evidently be inaccurate to affirm that corn 
discharged it, because it would imjdy that the amount of all the articles 
except corn was fixed; and that these having first adjusted themselves 
with relation only to each other, a given quantity of corn was then added 
to pay the difference. It was, for the same reason, inaccurate to affirm, 
that gold or silver j)aid the difference.’' 

Continuing this argument later, he said: ^ 

“Supi)Ose a fisherman on our southern coast, to collect a thousand guin- 
eas, and exchange them in the channel with some French fisherman for 
as much French brandy as should be deemed an equivalent, the gold, 
according to the doctrine in fashion, would have gone to pay the balance 
of trade. It w'ould have been employed to discharge a previously existing 
national debt. It was always, according to these tenets, the brandy 
which forced out the gold, and not at all the gold which forced in the 
brandy. By the Frenchman’s })utting the brandy into his boat, the 
Englishman was compelled to put the gold into his. The brandy always 
went before; the gold alw'ays followed after. It was one of the peculiar 
proi)erties of gold that it always served to ])ay a balance. 

'‘The truth was, that our paper currency having become less valuable 
by nearly twenty per cent, than the gold contained in our coin, the coin 
could no longer circiulate interchangeably for it, but went abroad, be- 
cause there was a i)rofit of nearly tw^enty ])er cent, on the transmission. 
This profit operated as effectually in withdrawing it from circulation, 
and causing that part of it which was not bought at a high price for 
manufacturing uses, to be ex[)orted, as if an actual bounty of twenty 
per cent, were given on the export of it; and as much prevented the im- 
portation of gold for the purpose of serving as currency — the only pur- 
pose for which large quantities of gold were usually imported — as if 
a tax of twenty per cent, were levied on the import of it. We deplored 
the loss of our gold coin; but by not limiting our Bank notes, we were 
thus, in substance, laying a tax on its importation, and giving a bounty 
on its exportation; and then, referring its absence to balance of trade, 
we imagined that we had no power of recalling it." 

Following the argument, Thornton made some concessions to 
those who stress the influence of an unfavorable balance of trade 
on a country's currency caused by depression in business, a bad 
harvest, or large drafts for meeting the foreign expenditures of the 
Government. Under such circumstances, he conceded that the 
1 Ibid., pp. 84 and 85. 
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country’s manufactures, and other exportable commodities, might 
happen not to be in such demand abroad as to supply advanta- 
geously the whole of the remittance required. The precious metals 
might then be in greater demand than any other articles; and the 
transmission of a certain quantity of these might then prevent so 
low a selling price for commodities, in the foreign market, as 
might otherwise be necessary.^ 

Opposition to Bullion Committee\^ Report. The Bullion Com- 
mittee’s Report and the arguments advanced by the members of 
the C'ommittee and their supporters in the debate were vigorously 
attacked in the House, the two jmncipal assailants having been 
Mr. A. Rose and Mr. Nicholas Vansittart (Lord Bexl(‘y). In 
lengthy speechc's these two men support(‘d the position taken by 
the officials of the Bank of J^lngland. They denied that the bank 
notes were deprcTiating in terms of gold coin, and explained the 
high price of bullion and of commodities and th(^ low state of the 
exchanges on such grounds as th(' incn'ased demand for com- 
modities, increased taxation, strong di^mand for gold on the 
Continent and unfavorable balance of trade. Their economic 
theory was often (‘.onfused and \isually unsound, and the historical 
incidents, which they martialed in its support, were frciiuently 
superficially interpreted. The modern student of economics will 
gain little by reading these long spee'ches, except a realization 
that the widely h(;ld popular monetary fallacies of this day are 
much the same as those of the early niiK'te^enth century. 

Vansittart countered Horner’s sixUnri resolutions by proposing 
seventeen of his own.^ The third, sixteenth and seventeenth of 
his R(\solutions will afford an adequate idea of his position. They 
were : 

3. “That the promissory notes of the said Company [the Bank of 
England] have hitherto been, and are at this time, held in public es- 
timation to be equivalent to the legal coin of the realm, and generally 
accepted as such in all pecuniary transactions to which such coin is 
lawfully applicable.’’ ^ 

16. “That it is highly important that the restriction on the i)ayments 
in cash of the Bank of England, should be removed, whenever the 

1 Hansard, XX, p. 85. 

2 Ibid., pp. 70-74. 

® A large amount of evidence was given during the debate to show that this 
statement was false. See, for example, speech of Mr. Tierney, ibid., pp. 151- 
164. 
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political and commercial relations of the country shall render it com- 
patible with the public interest.” 

17. “That under the circumstances affecting the political and com- 
mercial relations of tliis kingdom with foreign countries, it would be 
highly inexpedient and dangerous, now to fix a definite period for the 
removal of the restriction of cash payments at the Bank of England, 
prior to the term already fixed by the act 44 Geo. 8. c. 1. of six months 
after the conclusion of a definitive treaty of peace.” 

The final result of the long debate was, the adoption of the 
Vansittart Resolutions liy a great- majority, the voti‘ on Rcvsolu- 
tion 3 having been 76 to 24.* 

For many j^'ears the Bank of Phigland continued to deny offi- 
cially the doctrine of the Bullion Report, that the low fondgn (‘x- 
change rates, the high prices of gold and silver, and the rise in 
commodity prices had been due chiefly to excessive issues of Bank 
of PJngland notes. As lat(‘ as March 25, 1819, the Ck^urt of Direc- 
tors passed a resolution den 3 dng this contention of the Bullion 
Report. In 1827 this resolution was rescindc'd on the motion of a 
director of the Bank. Five years later this diri'ctor said: “the 
Bank should (*onduct itself, in its issues, with nffcuxaice to the 
state of the foreign exchange's and the bullion market,’’ and he 
did not “think there was one person in the Bank of England 
that denies it or is disposed to act in opposition to it.” 

Shortly afterwards, the directors were willing to return to 
specie payments and believed themselves able to maintain thian, 
but the Govc'rnmcait was opposed. The nation was ('iigaged in a 
great war and depended heavily upon the Bank for obtaining 
promptly emergency funds, and the Bank was not in position to 
refuse these government demands. 

Bank of England Notes Made Legal Tender 

At the time of the passage of the Vansittart Resolutions, Bank 
of England notes were not legal tender. Partly to protect his own 
financial interests and partly to test the claim of the opponents 
of the Bullion Committee Report, that the public accepted Bank 
of England notes as the equivalent of gold coin. Lord King, in the 
summer of 1811, demanded payment of the rents on all his lands 

1 Hansard, XX (May 15, 1811), p. 172. 

2 Quoted from Bank Charter Committee, Evidence, Vol. VI, of 1831-1832, by 
Cannan, p. xxxiv. 
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in specie, or its equivalent at the market price of gold bullion. 
After referring to the progressive depreciation of bank notes 
during the preceding twelve years and to the fact that ''every 
hope and prospect of amelioration” had been destroyed by the 
recent Vansittart Resolutions, Lord King said ^ he had dc^cided 
to take advantage of the privilege the law gave him of collecting 
the d(d)ts due him in specie or its equivalent, which he declared 
was not only his lawful privilege, but also was entirely ecjuitable 
to those renting his land. The broad principle upon which he had 
acted, he said, was : 

“ ... to require payment in a currency of the same intrinsic value wliich 
the currency possessed at the date of each respective agreement, and in 
order to ascertain this intrinsic value, I calculate the amount of gold 
which the stipulated rent was able to jnirehase at the date of the 
lease or agreement, and require the same weight of gold, or a sum in 
Bank notes sufficient to purchase that quantity of gold at the j)resent 
time.” 

He sent out to each one of his renters a circular lett(T, d(unanding 
payment in this form and giving his reasons. Justifying these 
requirements on grounds of (Hpiity, h(' said : ^ 

"Where, may I ask, is the hardship of this demand? The price of the 
produce of land, the price of labour, the price of every great staple com- 
modity, are all affected by the value of the currency which serves to cir- 
culate the wealth and industry of the country. In pr()})ortion as the 
currency is depreciated, the price of wheat, of cattle, of all the j^roduce 
of the land, and of every commodity, is augmented.” 

This action of Lord King seems to have given renewed strength 
to the movement to have Bank of p]ngland notes made a full 
legal tender at parity with specie in payment of debts, but not 
until twenty-one years later was an act to that effect passed by 
Parliament.® 

1 Hansard, XX, pp. 791 and 792. 

^Ihid., p. 792. 

3 Ibid., p. 793. 

* Lord King gives a full account of his plan, with a copy of one of the cir- 
culars he sent out, in a speech in the House of Lords, July 2, 1811. Ibid., pp. 790- 
806. 

3 Horner, who believed the making of the bank notes a legal tender was a most 
dangerous step and who saw the influence which Lord King’s notice was having, 
wrote an interesting letter on the subject to Lord Grenville on June 28, 1811; 
cf., Memoirs and Correspondence of Francis Horner, Vol. II, pp. 78-80. 
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Fiiom the Legal-Tender Law to Resumption 

This chapter is chiefly concerned with the controversy center- 
ing in the Report of the Bullion Committee. The subsequent 
history of the paper pound down to the n'sumption of gold pay- 
ments in 1821 may, th(T('fore, b(^ pass(‘d over rapidly. The princi- 
pal facts of the period, as n^gards govtTnment expenditures and 
government rc^veniu's, the significant items in the Bank of Eng- 
land’s balance, th(‘ prices of gold and silv(‘r, and the conditions of 
the princii)al exchanges, an' given in Tables II and 111.^ 

With a slight interruption in 1814 and early 1815, during 
Napoleon’s exile in Elba, Creat Britain (‘ontinued at war until 
after the Battk' of Watc'rloo, June 18, 1815. Her annual expendi- 
tures increased (;vcry y(‘ar but one from 1810 to 1815 under the 
stress of war, and in 1815 amounted to £173 million, as compared 
with £129 million in 1810.^ The Governmc'iit continued to borrow 
heavily and the public securities held by the Bank of England rose 
irregularly from £14.3 million in February, 1810 to a maximum 
of £35 million in August, 1814. If the Bank changed its policy as 
to discounts and note issue, und('r the influtmce of the criticisms 
of the Bullion Report, it made no announcement and no admis- 
sion of such a change'. A r(‘f(*rence to the Table on pages 206 and 
207 will show little change in the note issuer of the Bank of Eng- 
land. Thereafter it advanced to a substantially higher level, which 
it maintained until the latter part of 1818. It then began a slow 
and interrupted decline continuing until the resumption of specie 
payments. Bullion reserve's declined from 1811 to 1815, after 
which they rose for about three years and then moved irregularly 
until 1821. The premium on gold rose to a maximum of 36 per cent 
in 1813 and then declined to a level of bc^tween 2 per cent and 
5 per cent, whc're it continued for most of the time until 1819, 
after which it slowly disappeared. The price of silver showed a 
similar movement; likewise, exchange rates on Paris and on Ham- 
burg. Commodity prices reached their maximum in 1814 and 
then declined slowly. 

The law provided that restriction should automatically cease 
six months after the conclusion of a treaty of peace. Such a treaty 
was signed May 30, 1814, but the Restriction Act was extended 
from time to time by legislative action for about six years. 

’ Supra , pp. 206, 207 and 208. 2 Silberling, p. 215. 
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By the^ fall of 1816 the premium on gold for a short time reached 
a figure below 1 per cent, and the Bank’s directors, in prepara- 
tion for resumption of gold payments, slowly began to take positive 
action for increasing their stock of gold. In No\ (‘mber they de- 
cided to experiment in order to find out how much gold the public 
would demand if specie payments were nvsumed, and, under 
authority of a j)rovision in a law of 1797, they l)egan to ‘‘feel their 
way” by offt^ring to r(‘deem on demand notes of small denomina- 
tions. They gave notice that after D(‘C(‘mb('r 2, 1816, tiny would 
redeem in gold on dcanaiid om^ and two pound notes bearing dates 
earlicT than 1812. Few notes woro presented for red('inption, and in 
April they extended the offer to cover, after May 2, all such notes 
dated earlier than 1816. Again f('w notes were presented, while 
the Bank’s gold reserve continiKal to grow. In Sept(‘mber, 1817, 
although the i)r('mium on gold had risen considerably, they an- 
nounced that, beginning October 1, they would n'deem on demand 
in gold notes of all denominations ])earing dat(\s of issue before 
January 1, 1817. What happeiKKl is well described ly Carman 0 

“Their failure to ‘advert to the price of Inillion and the foreign ex- 
changes’ on this occasion had its natural (effect. IVl citing and exporta- 
tion being now profitable, large amounts of notes Averc sent in for re- 
dem})tion: the dei)letion was only gradual, ])resuinably owing to the law 
against export ])rcvcnting more than a dribble of coin and bullion out- 
wards. Between August, 1817, and February, 1819, the treasure fell 
7 .V 2 millions; we might exi)ect to find the notes also reduced by that 
amount, and if they had been, the decrease of notes and the increase, 
outside the Bank, of gold might well have brought gold and notes to a 
parity in the market. But while rej)aying the j)re-1817 dated notes, the 
Bank must have been counteracting the effect of that action by issuing 
additional new (and still inconvertible) notes, for while the treasure 
diminished by 7) 2 millions, the total of notes diminished by only 41 2 * ” 

Early in the year 1819 both Hous(\s of Parliament appointed 
secret committees to consider the question of resumption. These 
committees examined a number of witnesses and the weight of 
their testimony, (wen including that of the Governor, Deputy- 
Governor, and a number of Directors of the Bank of England, 
was in substantial agreement with the theories of the Bullion 
Committee Report. Both committees (juickly sent in interim 
reports condemning the “partial resumption” with which the 
Bank had been experirncuiting and urging that it be stopped. The 

^ Carman, pp. xxxi-xxxii. 
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two committees finally agreed in recommending that the Bank 
after February 1, 1820, should be required to redeem its notes in 
gold bullion on a specified scale of declining prices for gold, which 
would culminate in full cash payments not later than May 1, 
1823. These recommendations were debated at some length in 
Parliament. One of the speakers was David Ricardo, who had 
been elected to Parliament in 1819. He was apparently largely 
responsible for this schcane of redemption in gold bullion on a 
scale of progressively improving rates. The final result was the 
Resumption Act of 1819. 

The Act provided that: 

(1) The restriction on cash payments })y the^ Bank should 
terminate May 1, 1823. 

(2) Trade in bullion and coin should be entirely free, and all 
restrictions upon the melting of coin and the exportation of coin 
and bullion should be removed; and 

(3) The Bank of l^riglaiid’s notes should be red(*emed, at pro- 
gressively improving rates, in gold bullion. From February 1 to 
Octob('r 1, 1820, the Bank was required to redc^em all notes pre- 
sented, in gold bullion at the rate of £4. Is. per ounce. From 
October 1, 1820, to May 1, 1821, the rate was £3. 19s. 6d. From 
May 1, 1821, to May 1, 1823, the rate was to be the par rate of 
£3. 17s. lOJ^d. Thereafter, redemption was to be made in coin 
on demand. 

This provision for redemption in gold bullion at graduated 
rates never came into effect. Before February, 1820 the gold 
premium had entirely disappeared and on May 1, 1821, cash pay- 
ments were fully resumed. Thus, after a paper money regime of 
more than twenty-four years, the country found itself back upon 
a metallic money standard. 
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CHAPTER XII 

THE GREENBACKS 

Since the beginning of European colonization in America, our 
country has had fiv(‘ extended (‘xpc'riences witli inconvertible, 
legal-tender money; naiiKily, the (experiences (1) of the thirteen 
colonies, (2) of th(e stat(\s, Ixd-wecai the Declaration of Ind('pend(ence 
and the adoption of the F(‘d(‘ral Constilution, (3) of tlue C con- 
tinental Congress, (4) of the National Govc'rnment during the Civil 
War and the period of reconstruction, and (5) of tine National 
Gov(‘rnment beginning in (‘arly iNIardi, 1933 and extending to the 
pres(ait time. 

d'he bibliography at tli(‘ end of this chapter contains, in addition 
to the ref(T('n(!(\s to the grcnaibacks, a few refonaices to tlu'se 
experience's, which will ('liable the reader ('asily to familiarize him- 
self with them. A discussion of our iveent experi('n(*(‘s with incon- 
vertible' paper nion(\y will b(‘ give'n in Volume IT. This chapter is 
concerned emly with the fourth e'xpe'rie'nce me'ntioiH'd above', that 
of the so-calle'd “Gree'iiback Period,’^ from 1862 to the end of 1878. 

Monetary and Fiscal Situation Preceding Outbreak op 
Civil War 

The ye’ar 1860, in which Abraham lancoln was e'le'cted President 
of the' United State's and at the e'nd of whie*h South Carolina 
seceded from the' Union, was a year of good crops and, until autumn 
when a financial crisis occurre'd, a year of busine'ss prosperity. 
For the; National Government the* ordinary re'ce'ipts for the fiscal 
year 1860 had be'em $56 millions, which, whem increased by postal 
reve'iiue's, had l(;ft a de'ficit for the ye^ar of $7 millions. This had 
to be met by borrowing. Of the total ordinary receipts, $53.2 
millions came from customs duties and the; tonnage tax, and 
$1.8 millions from the; sale of public lands. At the time the National 
Government had no r('\Tnue from income or excise taxes. 

The entire int(;re;st-bearing national debt on June 30, 1860, was 
only $65 millions — a sum almost exactly equivalent to the Na- 
tional Government’s ordinary expenditures for that year. The 
credit of the Government was good. 
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In 1860 the currency of the country was on a metallic basis — 
legally the standard had be(ai bimetallic; since 1792. The currency 
at th(' outbreak of the War coJisist(‘d chic'hy of the following c'le- 
ments: (1) gold coin, (2) fractional silv^er coin,* (3) copper c;cmts 
and (4) note's of state' banks. In the autumn e)f 1861 the' amount of 
specie in cire*ulation in the loyal state's was estimate'd by the 
Director of the Mint to bc' semic'where' betwc'en S255 millions and 
$280 millions. The' bank notc;s outstanding in the loyal states 
were estimate'd at somc'thing like' $150 millions. ^ Althenigh the 
coinage; of fractional silver coins was less than $4 millions in the 
caleaidar ye'ar 1861, the e*e>inagc; of gold was $83 millions— the 
largc'st coinage of gold of any year in the' history of the mint down 
to that time — while* the importation of fore'ign coin and bullion, 
the' Diree*te)r e)f the' Mint. re;p(^rte;d, had been “unprecc^de'nte'dly 
large. Bank notes wc're issueel by state banks undc'r widc'ly 
diffe're;nt laws in the eliffere*nt state;s, and thc'se notes were of vary- 
ing dc'gre'cs of goodne'ss. Whe'U the Republicans took possc'ssion 
of the* Gove'rnnu'nt in 1861, all the batdvs of the country were 
either charterc'd or nianagc;d b.y the state's. There' were* approx- 
imately 1,600 c'.ommc'rcial banks in the country, having in c'ircula- 
tion some 7,000 kinds of papc'r notc;s. It was estimated that at this 
time there were in c;irculation more than 5,000 varieties of cc3imter- 
fe;it notes. 

As a result of the; financial crisis of late 1860, many banks 
failed and a conside'rable; volume e>f the; country’s bank note;s ac- 
cordingly disappearc'd from circulation — a fac;t which caused much 
anxiety. This gap in the' circulation, however, was made up, at 
least in part, by the; issue of Treasury notes by the National Govern- 
ment under the Act of July 17, 1861. These notes were payable 
on demand, but were not l(;gal tender. By October, 1861 their 
circulation amounted to about $33 millions. 

Program of Secretary Chase for Financing the War 

Salmon P. Chase, Lincoln’s first Secretary of the Treasury, on 
assuming office, found the country confronted with war and the 
Treasury empty. In July, 1861, when Congress met in special ses- 

* Tho mint ratio between silver and gold at this time undervalued silver dollars, 
and, since they were worth more as bullion than as money, they were rarely found 
ill circulation. The silver coin of the country consisted of fractional coins, half- 
dollars, quarters, dimes, half-dimes and threo-cent pieces. 

2 Annual Report of the Secretary of the Treasury, 1861, p. 17. 
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sion, he estimated the amount required for the fiscal year at 
approximately $319 millions. To provide this sum, the Secretary, 
in his Annual Report for 1861, proposed such modifications in the 
recently enacted tariff and 

“such internal taxes as would, in his judgment, produce the sum of 
eighty millions of dollars, and such loans, in various forms, not exceed- 
ing in their aggregate two hundred and fifty millions of dollars, as would 
yield the required residue.” 

Chase, like most peophi in 1861, expected the War to be a short one. 

With reference to his recommendation that part of the proposed 
borrowing b(‘ made in the form of short-time treasury notes of low 
denominations and bearing a low rate of interest, to meet imme- 
diate treasury needs, he held that great care would be necessary to 
prevent such issues from degenerating into an irredeemable paper 
currency, ‘^than which no more certainly fatal expedient for 
impoverishing the masses and discrediting the government of any 
country can well be devised. 

Congress approved only part of the Secretary\s rather weak tax 
program, but responded fully to his recommendations for loans. 
In the summer of 1861, it passed laws authorizing the Secretary to 
borrow up to $250 millions in 7.3 per cent three-year Treasury 
notes — this is two cents a day interest on $100 — or in long-time 
government bonds. Also, in place of part of the above loan, the 
Secretary was empowered to pay out for salaries and other obliga- 
tions of the United States, and to exchange for coin either small 
denomination Treasury notes bearing interest at 3.65 per cent, 
that is, one cent a day on each $100, and fundable into one-year 
Treasury notes of large denominations, or Treasury notes of denom- 
inations of less than $50 and not less than $5, ‘‘payable on demand 
and receivable for all public dues.^' These were the so-called 
“demand notes.” A limit of $50 millions was placed on the two 
issues combined. 

Pursuant to this authority. Chase undertook to borrow $150 mil- 
lions by the issue of 7.3 per cent three-year Treasury notes. To 
this end he called a conference of representatives of banks of 
New York, Boston and Philadelphia, and these bankers agreed to 
cooperate with the Government in the flotation of the loan. They 
were to take and, as conditions would permit, sell to the public an 
immediate installment of $50 millions and two subsequent install- 
ments of $50 millions each. 
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There had already been considerable withdrawal of specie from 
circulation and from the banks, partly because of the declining 
confidence resulting from the War and from the numerous bank 
failures that took place late in the year 1860, and partly because 
of the competition of the Government's demand notes with specie 
as bank reserve and media of exchange. 1'he banks, to protect 
their spe(‘ie n^serves, wanted Chase to leave with them on deposit 
the proceeds of these loans and to check them out only as the 
Government should need funds. Such a practice, which previously 
would have been in conflict with oui Independent Treasury Law of 
1846, had b('en legalized by a recent act of Congress (August 5, 
1861) that suspended the provision of the Independent Treasury 
Act, 

“so far as to allow the Secretary of the Treasury to deposit any of the 
money obtained on any of the loans now authorized by law, to the credit 
of the Treasurer of the United States, in such solvent sj)ecie-i)aying 
banks as he may select; and the said moneys, so de})osited, may be with- 
drawn from such deposit for deposit with the regular authorized de- 
positories, or for the payment of public dues, or paid in redein})tion of 
the notes authorized to be issued under this act or the act to whidi this 
is suj)])lementary, payable on demand, as may seem expedient to, or be 
directed by, the Secretary of the Treasury." 

Despite the broad authority here given and in the face of the 
vigorous protests of the banking community. Chase insisted upon 
withdrawing from the banks in specie the proceeds of the loan as 
soon as they were made available.^ This policy increased enor- 


^ Congressman E. G. Spaulding of the Ways and Means Committee later said 
that the primary (object of Mr. Appleton and himself in prei)aring the above- 
mentioned section of the law of August 5. 1801, “ was to relax the rigid requirements 
of the sub-treasury act, in regard U) the receipt and disbursement of coin, and in- 
stead of paying solely from coin deposits in the treasury, to allow all the money 
obtained on those loans to be deposited in solvent banks; the United States Treas- 
urer to draw his checks directly on such deposit banks in payment of war expenses, 
which checks would be paid in state bank notes then redeemable on demand in 
gold, or in the ordinary course of business, to a large extent, they would pass 
through the New York clearing house, and the clearing houses of other cities, and 
be settled and cancelled by offset, without drawing large amounts of specie. This 
mode of payment would have enabled the Secretary more easily to effect such loans 
and make his large disbursements, without materially disturbing the coin reserves 
hold by the banks, which were then well protected by these reserves in their vaults. 
Referring to Chase’s failure to maintain such deposits, Spaulding said: “The first 
material mistake in the management of the finances, occurred when Secretary Chase 
discarded the use of the bank check, and the clearing house, in the fall of 1861. 
The Secretary of War might, with the same propriety, have rejected the railroad, 
the locomotive, and the telegraph. The modern invention of the bank check and 
the clearing house for the transaction of large financial operations with facility, 
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mously and needlessly the pressure on the banks for specie. Con- 
fidence was further shocked in December, 1861 by the Trent affair, 
which, for a time, threatened to cause war between the United 
States and England. 

The Secretary, in his annual report to Congress, of D('C('m- 
ber, 1861, was required to revis(‘ his previous (\stimatt‘s. Tax(\s he 
found would giv(‘ l(}ss than he had previously (‘xpeetc^I and ap- 
propriations would b(‘ larger by something like $214 millions. 
Notwithstanding this great increase' in antieipatc'd expenditures, 
Chase had little to recommend in the line of iiuTe'asc'd taxe's, and 
said: “It will b(^ seen at a glama^ that the' amount to Ix' d('riv(‘d 
from taxation forms but a small portion of the sums required for 
the expenses of the war. For the' re'st, th(‘ rc'liance must ])(' placed 
on loans. 

The Secretary \s failure to present in his annual report of 1861 a 
plan for a (X)mpreh(msiv(‘ and vigorous tax i)olicy was a gi’(‘at dis- 
appointment to the public, who wc^re patriotically in favor of 
strongly aggressive rneasun's, and who w(?r(^ “praying to bti 
taxed. 

This combination of unfortunates devedojanents proved to b(' too 
much for the' ])anks, and, at the' e'lid of De'e'e'inber, 1861, the're was a 
general suspension of specie payments by the' banks e)f the' e*e)un- 
try and by the Government — a suspension that lastexl fe)r se've'nten'ii 
years. 

In his 1861 Report, Chase recomme'iiele'd a new currency, to be 
uniform throughemt the UniteHl State's, whie*h would be prepareei by 
the National Government anel ele'live're'el unde'r gove^rnmeait eiireev 
tion to existing banks, and whie*h would be secured as to prompt 
coiivejrtibility into coin by the' ple'dge of United States bonds and 
by othe'r neexlful re^gulatiejns. The olel bank-note currency was to 
be gradually taxed out of existence. The ne'w curre'iicy, the See^re- 
tary maintained, would be well securexl, unife)rm thre)ughe)ut the 
country, and, by increasing the market for United State's be)nds, 
would be profitable to the Government. The'se' were only a few of 
the many advantages which Chase claimed for his plan of bond- 
secured bank notes. ^ 

are quite as useful as are railroads and telegraphs in carrying on military operations 
with success.” Spaulding, E. G., History of the Legal Tender Paper Money Issued 
during the Great Rehellion, Second Edition, pp. 1-2. 

» Cf., Finance Report, 1861, pp. 17-20, and Schuckers, J. W., The Life, and Public 
Services of Salmon Portland Chase, Chaps. 31 and 32. 
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Origin of the Greenbacks 

The various recommoudatioiis contained in Chase\s Report of 
1861 were referred to th{‘ House (^.ommittc'e on Ways and Means, 
and by it to a sub-committee of which Spaulding was chairman. 
At first, ill accordance with Chase’s recommendation, Spaulding 
undertook to frame a bill for a bond-secun‘d bank not(‘ systcan; 
but he was soon brought to realize that such a systcan at b(\st 
could not be gotten into op(‘ration in time to give the Tnaisury the 
immediate relief it required. This decision led the sub-committec' 
to shift its ground in favor of an issuer of $100 million of k'gal- 
terider notes which could be made available for th(‘ imnnaliatf' 
needs of the Government. AftiT obtaining unofficially from the 
Attorney-GeiKTal a favoralile opinion as to the constitutionality i)f 
such an issue of h'gal-tcaider not-es, Spaulding introduccal in the 
House this h'gal-tendca' section as a si'parate bill. Into the* details 
of the legislative history of this legal-t (aider liill through Congress 
we cannot go. It is W('ll narrated by Harriett. ^ 

On January 11, 1862, wt‘ find the Siaa'cdary of the Treasury and 
the Finance Committees of both houses of C'ongress in conference, 
on the matter of ways and means for ima'ting the Govcaaiment’s 
urgent financial lU'eds, with a grouj) of ten bankers from New 
York, Philadelphia and Boston. The bankers submitted a plan 
which provided that there' should be: (1) a more vigorous policy of 
taxation, (2) no new issues of demand note's, (3) the issuane'e of 
$100 millions of two-year intere'st-bearing Treasury note's, (4) the 
issuance of 6 pe'r cent bonds, without any limit as to price, and 
(5) the granting to the banks of the privilege of be^coming depos- 
itories of the jiroceeds of all Government loans, with the under- 
standing that the deposits would be drawn against by checks as 
needed by the Government. 

This plan was rejected both by Chase and by the Committees of 
Congress, apparently on the ground that it did not give the Gov- 
ernment adequate control over the currency. Concerning the ob- 
jections raised to the bankers’ plan, the New York Tribune of Jan- 
uary 13, 1862, said : 

^‘The Sub-committee of Ways and Means, through Mr. Spaulding, ob- 
jected to any and every form of ‘shinning’ by Government through Wall 
or State streets to begin with; objected to the knocking down of Govern- 


1 Op. cit., pp. 16-19. 
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ment stocks to seventy-five or sixty cents on the dollar, the inevitable 
result of throwing a new and large loan on the market, 'without limitation 
as to price” 

Another objoc^tion to the bankers' plan was that it did not in- 
clude any provision for the national bank-note currency which 
was so dear to Secretary Chase. 

According to Spaulding,' the delegates of the banks and others 
continued their consultations with Secretary Chase through two or 
three days and finally arrived at an agreement with the Secretary 
alone, which was given to the press January 15. The Committees of 
the Senate and the House never gave their assent to this agree- 
ment.^ 

In the meantime, the legal-tender bill, after having been con- 
siderably revised, was submitted to Chase by the sub-committee 
for his opinion. He ndurned the bill January 22, only one week 
after the above-mentioned agreement with the bankers’ representa- 
tivf's, accompanied by a letter,^ giving a qualified approval of the 
bill. This letter was not satisfactory to all the members of the 
committ(M‘. Accordingly, a resolution was passed, requesting 
Chase’s opinion concerning the desirability of the immediate 
passage of the bill. His reply, which was given January 29, is as 
follow^s: ^ 

‘‘It is not unknown to the committee that I have felt, nor do I wish to 
conceal that I now feel, a great aversion to making an 5 dhing but coin a 
legal tender in payment of debts. It has been my anxious wish to avoid 
the necessity of such legislation. It is, however, at present impossible, 
in consequence of the large exjienditures entailed by the war and the 
suspension of the banks, to procure sufficient coin for disbursements; 
and it has, therefore, become indispensably necessary that we should 
resort to the issue of United States notes. The making them a legal ten- 
der might, however, still be avoided if the willingness manifested by the 
people generally, by railroad companies, and by many of the banking 
institutions to receive them and pay them as money in all transactions 
were absolutely or practically universal; but, unfortunately, there are 
some persons and some institutions which refuse to receive and pay 
them, and whose action tends not merely to the unnecessary deprecia- 
tion of the notes, but to establish discriminations in business against 
those who, in this matter, give a cordial support to the government, 

1 Op. cit., p. 21. 

2 Op. cit., p. 22. 

3 The letter is given in full by Spaulding, p. 27. 

* The letter is quoted by James Ford Rhodes in his History of the United States, 
First Edition, Vol. Ill, p. 564. 
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and in favor of those who do not. Such discriminations should, if 
possible, be prevented; and the provision makin^^ the notes a legal tender, 
in a great measure at least, prevents it, by jaitting all citizens, in this 
respect, on the same level, both of rights and duties.'’ 

After receiving the above reply from C^has(‘, the Committee ap- 
proved the hill and rc'ported it to the House on the same day. The 
bill as originally submitted underwent a number of important 
changes in the House and in the Senate*, and finally became law 
February 25, 1862. 

The First Legal-Tender Act 

The main provisions of this first legal -t(‘nder paper money act 
may be briefly summarized as follows: 

(1) The Secre^tary of the Tr(*asury was authorized to issue 
$150 millions of Unite'd States notes, in denominations of not less 
than $5. Th(\se notes wen* to bear no interest and were nominally 
‘‘payable to bearer on demand." Fifty millions of the above 
amount were to be used to replace the demand notes previously 
issued. 

(2) Th(^ n(^w notes werc^ made receivable in payment of all 
taxes, d(;bts and oth(T obligations of any kind du(^ to th(^ United 
States, excc'pt duti(*s on imports, which were payable only in coin 
and demand notes, and w('re lik(?wise made rc'ceivable in payment 
of all claims and demands against the United States, except those 
for interest upon bonds and notes, which were to be paid in coin. 

(3) The new notes were declared to be “lawful money and a 
legal tender in payment of all debts public and private, within the 
United State^s, except duties on imports and interest as afore- 
said." 

(4) Any holder of these United States not('s might deposit them 
in sums of $50 or multiples th(*reof in th(5 Unit(^d States Treasury 
and receive in exchange for them certificates of deposit which were 
made converti])le on demand at par into United States 5-20 six 
per cent bonds. 

(5) With the approval of the Secretary of the Treasury the 
notes were to b(? receivable by th(^ Treasury on deposit, in sums of 
not less than $100, and to an aggregate amount which at no time 
should exceed $25 millions — a figure that was later increased to 
$50 millions and then to $100 millions. These deposits were to 
be evidenced by certificates of deposit which should bear interest 
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at the rate of 5 per cent per annum. The deposits wer(' withdraw- 
able at any time on ten days’ notice. 

(6) The notes w(‘re to be reissued from time to time, as the 
interests of the public service might require. 

The Debate over the Legal-Tender Bill 

The legal-tender bill while in Congre^ss was thf> subjt'ct of 
vigorous debate, and concerning its advisability there w{'re wide 
differences of opinion, in Congress, in President Lincoln’s Cabinet, 
and among bankers, liusiness men and th(' general public through- 
out the country. The qiu'stion of the nec('ssity or of the wisdom of 
this enactment is one upon which economists and historians still 
differ. It will be us('ful Ihtc to review briefly the principal argu- 
ments advanced on both sides of this debate. 

Arguments in Favor of the Greenbacks 

The most important argumcait advanced for issuing legal-tender 
notes was the so-called “argument of necessity.” It usually ran 
somewhat as follows: Th(' Government lu'eded large' sums of 
money for financing the War and needc'd them promptly. It 
would have taken a long time to create new taxes and organize 
the administrative machinery for their collection on a sufficient 
scale to yield the necessary revenues. It was doubtful how far 
a public suffering from the strains of the War would stand for 
increased taxes. Lincoln had b('en chosen President on a v('ry 
narrow margin. Moreover, if th(' War was to bc^ short, as most 
people at that time expected, why labor to S('t up an elaborate 
tax system which might well become obsok'te before it had come 
into full operation? The other alternative was borrowing, but 
the Government was having difficulty in floating its bonds, e^xcept 
at rates of interest that appeared to many to be excessive. The 
disappearance of specie from circulation and the deplorable con- 
dition of a large proportion of the notes issued by the state banks, 
it was argued, had left th(‘ public with an insufficient supply of 
money for current business and for the purchase of Government 
bonds. Treasury notes without the legal-tender quality, it was 
claimed, would be refused by many people. Hence, th(i proponents 
of the measure concluded, a temporary issue of legal-tender notes 
to a limited amount was absolutely necessary for meeting the 
immediate needs of the Government. 
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On February 3, 1862, Chase wrote to Spaulding: ’ 

“The Treasury is nearly empty. I have been obliged to draw for the 
last installment of the [bankcrs’l November loan ; so soon as it is paid, I 
fear the banks generally will refuse to receive" the demand notes. 
Two days later, he wrote: “It is very important the bill should go 
through to-day, and through the Senate this week. The public exigen- 
cies do not admit of delay." 

Senator John SluTinan declared: ^ 

“If you strike out the tender clause you do so with a knowledge that 
these notes will fall dead upon the money market of the world." 

Representative Kellogg, in the House Debate of February 6, 
1862, said: 

“I am pained when I sit in my plaice in the House and hear members 
talk about the sacrodness of capital; that the interests of money must 
not bo touched. Yes, sir, they will vote six hundred thousand of the 
flower of the American youth for the Army, to be sacrificed, without a 
blush; but the great interests of cajiital, of currency, must not be 
touched." 

Senator Charles SunuKT said : * 

“Surely we must all be against paper money — we must all insist upon 
maintaining the integrity of the government— and we must all set our 
faces against any jiroposition like the jiresent, except as a temjiorary 
expedient, rendered imperative by the exigency of the hour." Again, 
on February 13, he said: “Whatever may be the national resources, 
they are not now within reach, except by summary process. Reluctantly, 
l)ainfully, 1 consent that the process should issue. And yet I cannot give 
such a vote without warning the Government against the danger from 
such an experiment." '' 

This last statement of Suinner^s is fairly typical of the position 
taken by most advocates of the bill both in the House and in the 
Senate. They were frank in saying that they did not like the idea 
of legal-tender paper, but held that a limited and temporary issue 
of such paper convertible on demand into Government bonds 
seemed to be “the best way out,” the “choice of evils.” Senator 
William P. Fessenden, (Chairman of th(^ Finance Committee of 
the Senate, was not far from the truth when he said : ® 


1 Spaulding, op. cit.., pp. 59 and 60. 

2 Sherman, Recollections, I, p. 27.‘3. 

3 Congressional Globe, Feb. 13, 1862, p. 791, 


< Ibid., Feb. 13, 1862, p. 799. 
6 Ibid., Feb. 13, 1802, p. 800. 
e Ibid., Feb. 12, 1862, p. 763. 
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“ . . . Everybody who has spoken on this question, I believe, without 
an exception— there may have been one or two — but all the opinions 
that I have heard expressed agree in this; that only with extreme re- 
luctance, only with fear and trembling as to the consequences can we 
have recourse to a measure like this of making our paper a legal tender 
in the payment of debts.” 

Although this statcuiient was approximately true, there were 
then, as always wluni paper money propositions are und(‘r con- 
sideration, some who not only had no misgivings concerning the 
proposed legal tenders but who were actually advocates of such 
paper money as a matf.cT of moiKdary policy. Concerning them 
Senator T. 0. Howe of Wisconsin said: ’ 

“There is no ])rohability that a currency based upon the resources of a 
great nation, the wliole of which will he demanded once in each year for 
payment of dues to the Government, and which may be used any time 
in payment of private dues so long as any private dues exist, and may be 
loaned to the nation upon interest, even after every individual in the 
nation has ceased to borrow, will dejn'cciatc fifty per cent, or even five 
per cent. No sucli paper ever did depreciate, and none such, 1 venture 
to predict, ever will.” 

Financial Procjram of Those Opposing the Greenbacks 

Bedoro considering the? arguments advanced against the legal- 
tender acts, a brief siateunent is de.sirable of the financial measurers 
which the opposition in (kmgress r(r‘ommended as the alternatives 
to the greenbae;ks. These rece)mmendatie)ns are' fe)und in the report 
of the minority of the* Ways and Means (kmimittec— actually half 
of the Committee— and we're briefly as fe)lle)ws: 

(1) The issuance of SI 00 millions in Treasury notes with interest 
at 3.65 per cent, payable to })eare*r in two years. These notes were 
to be in denominations not less than $5 and were made receivable 
for all publie^ dues, (^xc;ept duties on imports. Tlu^y were to be 
convertible into 7-30 coin bonds and were reissuable. 

(2) The issuance' of $500 millions of 10- and 20-year bonds, the 
former bearing interest at the rate of 7.3 per cent and the latter 
at the rate of 6 per cent. The'se bonds were to be sold for lawful 
money of the United States or for Treasury notes. 

(3) A continuation in circulation of the^ $50 millions of demand 
notes which had been authorized by the act of July 17, 1861, was 
contemplated by the minority report. 

1 Congressional Globe , Feb. 12, 1862, Appendix, p. 55. 
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(4) The receipt by the Government from the public of temporary 
deposits of money without limit as to amount at 5.4 per cent 
interest. 

Such deposits, in the form of United States notes, were, in fact, 
authorized by section 4 of the legal-tender act, though the total 
amount was at first limited to $25 millions, a limit later increased 
to $50 millions, and then to $100 millions. They were to be made 
for a period of not less than 30 days, to be in sums not less than 
$100, to bear interest at 5 per cent, to be evidenced by certificates 
of deposit and to be withdrawable at any time after 10 days’ notice. 
They j)r()V('d to be a much mon^ im})ortant source of funds to the 
National Government than was originally anticipated.^ 

Under the minority plan, it was r(H*ognized that a policy of 
vigorous taxation would be necessary, but events soon proved 
that such a policy was also nec(‘ssary even with the greenbacks. 

Chase’s plan of providing a national currency and strengthening 
the borrowing powcT of the Government by provision for the issu- 
ance of bank notes throughout the country, secured by United 
States bonds, was applicable to both the majority and the minority 
plan, and in both cas(\s it was important that, if Chase’s plan were 
to be adopted, it should be adopted promptly. 

Arguments against the Issue of the Greenbacks 

The opponents of the greenbacks challenged the argument of 
fiscal necessity and stressed the dangers of a legal-tender “fiat 
money.” 

One of the strongest opponents of the legal-tender act was 
Representative Justin S. Morrill of Vermont, himself a member 
of the Ways and Means Committe^e. He said the bill was ^ “a 
measure not blessed by one sound precedent, and damned by 
all!” He condemned it as “immoral” and “a breach of the public 
faith.” He prophesied that it would raise prices, increase many- 
fold the cost of the War, drive all specie from circulation, cripple 
American labor, and at last throw larger wealth into the hands 
of the rich. He insisted “that there was no necessity calling for 
such a desperate remedy.” In a speech February 19, 1862, he 
said ^ that he did not believe the patient was in such great danger 

^ Barrett, op. cit., pp. 27-33, and Annual Report of the Secretary of the Treasury, 
1863, pp. 15 and 16. 

2 Congressional Globe, Feb. 4, 1862, pp. 629-633. 

^Ibid., Feb. 19, 1862, pp. 886-887. 
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as to justify the calling in of “quack doctors’^ and called the meas- 
ure “but quack medicine to relieve a patient that is in no need of 
any medicine at all.'’ He declared: 

“I believe that if we could stand up here in the vigor of a nation not yet 
taxed a single dollar for the cost of this war, and mature a proper policy 
by which we can negotiate a loan standing on the credit of the country, 
standing on the ]iroposed taxation of the country, standing on our 
hitherto untarnished honor, that there could be no need whatever of a 
resort to such a desperate scheme as the one now under consideration.” 

Representative Roscoe Coiikling of New York said in a spc^ech 
in the House February 4, 1862: * 

“What does this j)l(ia of necessity mean . . .? The arguments must 
be two-fold: First, that the i)eople will be better ready at some other 
time than the present to j)ay what, in the end, they must i)ay, with 
interest; and second, that necessary and legitimate taxation will be 
unpopular, and bring denunciation upon those who vote it. Sir, I take 
issue upon both proi)ositions. I say the country is rich and ready. 
Money is abundant — very abundant. . . . The whole country is full 
of wealth. . . . We are able to pay now, and we never can pay better 
than now.” 

Speaking of the “moral imperfections" of the bill, he said: 

“It will, of course, proclaim throughout the country a saturnalia of 
fraud — a carnival for rogues. Every agent, attorney, treasurer, trustee, 
guardian, executor, administrator, consignee, commission merchant, 
and every debtor of a fiduciary character who has received for others 
money, hard money, worth a hundred cents in the dollar, will forever 
release himself from liability by buying up for that knavish purpose, at 
its depreciated value, the spurious currency which we shall have put 
afloat . . . Think of savings banks entrusted with enormous aggre- 
gates of the pittances of the poor, the hungry, and the homeless, the 
stranger, ...” 

It was denied that it was necessary to give the legal-tender 
quality to these Treasury notes — for that is what they were, despite 
the new and high sounding name of “United Statens notes" 
in order to make them circulate as money, if they were made 
acceptable for Government dues, like the demand notc^s, and were 
convertible on demand into interest-bearing bonds. Non-legal- 
tender demand notes and non-legal-tender notes of state banks 
were widely accepted by the public. The public had to have 

1 Congressional Globe, Feb. 4, 1862, pp. 633-635. 
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money and what else could it use, now that specie, except on the 
Pacific Coast, had becai driven from circulation? ^ 

Rcpres(‘ntative Crisfield of Maryland called attention to the 
enormous extcnit of (‘xisting debts, national, state, municipal, 
corporate and private', and the gn^at volume of our bank deposits, 
all (jontracted on a gold and silver basis and now, by this bill, 
made payable in a papc'r money that was certain to depreciate. 
He called the bill a plan of gigantic confiscation,’^ ^ and said 
that it would dc'stroy private credit and make the value of the 
monetary unit dt'pend upon the vicissitude^s of war and of politics. 
He d('clar('d that the legal-tender quality was not necessary and 
advocated greatly increased taxation. Senator Fessenden, who 
latt'r very reluctantly vot^d for the bill on the ground of Jiecessity, 
said, in answc'r to the question, What shall we do? ” “We must 
tax speedily, strongly, vigorously. We hav(i the ability to meet it. 
The people can bear it, and will bear it with clu'erfulness and hope.” 

CoNGKKSSlONAL DlOBATK OVER C WsTITlJTIONALITY OF LeGAL- 

Tender Notes 

The quc'stion of the constitutionality of th(' issuance of legal- 
tender notes was frequently discussed in the debate. There was 
no express pK)W(‘r given by the Constitution to the National Gov- 
ernment either to issue bills of credit or to make bills of credit a 
legal tender. The question of the desirability of giving to the 
National Government the power to issue bills of credit was de- 
bated in th(} Constitutional Convention, and, although the power 
was neith(*r ('xpressly given nor expressly denied, the debate left 
a doubt as to whether or not the framers of the Constitution in- 
tended that the National Government should possess this power, 
a power which the Constitution expressly denied to the states.^ 
In the debate over the adoption of the Constitution by the states, 
Alexander Hamilton had said: 

^‘The emitting of jmper money by the authority of government is wisely 

prohibited to the individual States by the National Constitution; and 

the si)irit of that prohibition ought not to be disregarded by the Govern- 

^ The inconvertible and depreciated Bank of England notes were accepted every- 
where throughout England from 1797 to 1820, although Bank of England notes 
were not made legal tender until 1833. 

2 Congressional Globe, Feb. 5, 1862, Appendix, pp. 47-50. 

3 Jbid., Feb. 12, 1862, p. 766. 

* Cf., Dewey, pp. 67-70. 
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ment of the United States. The wisdom of the Government will be 
shown in never trusting itself with the use of so seducive and dangerous 
an expedient.” 

During the discussions over the issue of the greenbacks in 
January and February, 1862, those who opposed the issue on con- 
stitutional grounds maintained that the Government had no 
express power to mak(' bills of credit a legal tender, and that this 
power could not reasonably be implied in any of the granted 
pow(irs; while the proponents of the constitutionality of the legal- 
tender issues found the' power implied in such granted powers as 
those “to borrow rnonew on the credit of the United States,” “to 
coin money, regulate the^ value thereof,” and “to regulate com- 
merce . . . among the several states.” Th(‘ subsequent attitude 
of the United Stat('s Supreme C/Ourt on this question will be 
considered later. ^ 

Although th(‘ need of a uniform national currency to replace 
the heterogeneous collection of state bank notes then in circula- 
tion was lat(‘r th(^ chi(‘f argument advanced in support of the crea- 
tion of a national banking system, with the bond-secured bank- 
note issue, this argumcait was distinctly secondary to the fiscal 
necessity argument in the discussion over the greenbacks. 

Further Issues op Greenbacks 

Notwithstanding the fact, that it was expected and declared by 
many advocates of the first issue of greenbacks, including Chase 
himself, that this first emergency issue would be the only one, it 
was quickly followed, as is usually the case with such issues, by 
other issues, despite depreciation and despite the protests of the 
opposition. 

In June, 1862, Chase recommended a second issue of SI 50 mil- 
lions of greenbacks and his recommendation was enacted into law 
July 11. Here again the argument of fiscal necessity was the 
principal one for the proposal. Many who opposed this argument 
favored the Lssuaiice of government bonds at whatever price they 
would bring in the market, and Representative Sheffield declared 
that 

‘4t would be far better for the people of the country to sell bonds at a 
large discount than to further disturb the relations between price and 
value by a further issue of these notes.” ^ 

1 Infra, pp. 260 et seq. 2 Congressional Globe, June 23, 1862, p. 2888. 
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By the end of the year, we find Chase again in serious straits 
for funds and again playing, though very reluctantly and hesi- 
tatingly this time, with the idea of another issue of legal-tender 
notes. Referring to a balance of disbursement of about S277 
millions, to be provided for by the end of the fiscal year 1863, he 
said that the easiest method of providing this money would doubt- 
less be an issue of the required amount of greenbacks, but he 
added: ^ 

“The addition of so vast a volume to the existing circulation would 
convert a currency, of which the benefits have thus far greatly out- 
weighed the inconveniences, into a positive calamity. Its consequences 
would be inflation of pricqs, increase of expenditures, augmentation of 
debt, and, ultimately, disastrous defeat of the very purposes sought to 
be attained by it.” 

He then weakened by saying: 

“To a certain extent, however, and under certain circumstances, a 
limited additional issue of United States notes may perhaps be safely 
and advantageously made.” 

No increase in taxation was suggested by him at this time, but he 
again urged further borrowing and the adoption of his national 
bank-note system plan. 

In this report Chase advances the specious argument that there 
had been no great excess in the aggregate currency of the country, 
that any excess that existed was not due to issues of United States 
notes, and that the depreciation of the greenbacks in terms of gold 
had been due to increased demand for gold and to speculation. 

Congress responded by authorizing on Januar}^ 17, 1863, a third 
issue of $100 millions of greenbacks, a sum which was increased to 
$150 millions on March 3, all of which might be in denominations 
of one dollar or over. These newly authorized notes might be re- 
issued when received by the Government. Unlike the previous 
issues, they were not made convertible into bonds, and the act 
of March 3 removed after July 1, 1863, the right to convert the 
previously issued United States notes into Government bonds on 
demand. This was done on Chase \s recommendation in order to 
strengthen the market for contemplated new issues of bonds. It 
proved to be one of the greatest mistakes the Government made 
in connection with the greenback issues, for it discontinued a pro- 
vision which, in a few years' time — namely, shortly after the War, 
1 Annual Report of the Secretary of the Treasury, Dec. 4, 1862, pp. 12-13. 
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when the Government's credit would be improved and the prices 
of its bonds would be advancing — would have automatically re- 
tired the greenbacks from circulation and have brought the cur- 
rency back to par within a comparatively short time. It is not 
fair to claim, however, as some writers have done, that the with- 
drawal of this privilege was a brea(di of faith on the part of the 
Government, for th(? public, after the enactment of the law, were 
given nearly four months' time in w'hich to convert their green- 
backs into bonds before July 1, 1863, when the privilege was to 
expire. 

By Act of June 30, 1864, the total amount of United States 
notes, issued or to be issiK'd was limited to S400 millions and an 
additional tcanporary issue not to exceed $50 millions. This law 
was maintained, with the result that the maximum volume of 
greenbacks actually outstanding at any time was, in round num- 
bers, $431 millions, which was the amount in circulation June 30, 
1864. 


Fractional Money 

When the greenbacks depreciated so far that the fractional 
silver coins were worth more as bullion than as money, theses coins 
were drivem out of circulation, and, finally, the depreciation of the 
greenbacks W(ait so far as to drive out of circulation, likewise, 
nickel and copper coins. To meet the resulting need for fractional 
money, the government issued legal tender, fractional notes in 
denominations less than one dollar, which were popularly called 
‘"shinplasters." The smallest of these notes was for three cents. 
The total amount of “shin plasters" has been roughly estimated 
at more than $15 millions.^ 

Fluctuations in the Value of the Greenbacks 

The story of th(^ depreciation of the greenbacks and of their 
subsequent appreciation to gold parity during the years 1862 to 
1879, as expressed in terms of gold, wholesale prices, retail prices, 
the cost of living and wages, is told in detail by Wesley C. Mitchell, 
in his valuable studies: A History of the Greenbacks^ and Gold, 
Prices and Wages under the Greenback Standard, The figures shown 
in tbe following chart are taken from the latter book.^ For all 
index numbers the year 1860 is used as 100. 

» Carothers, Fractional Money, p. 169. 


* P. 279. 
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Prices and Wages in Terms of Greenbacks, 1860-1880 
Mitchell’s Index Numbers 



1860 1865 1870 1875 1880 


During the eiilin' period of inconvertibility, gold was bought 
and sold as a commodity. It was needed by the public for the 
payment of customs duties, for making certain settlements abroad, 
and for merchandise purposes. It continued during the entire 
period to circulate as money on the Pacific Coast. The National 
Government needed substantial quantities for paying interest on a 
large part of its public debt. 

As soon as gold went to a premium, regular dealings in gold 
began on the New York Stock Exchange. A second market later 
developed into an exchange known as “The Gold Room.’’ Specu- 
lation in gold at times was very active, reaching a climax in the 
so-called Black Friday, September 23, 1869, when an attempt of 
a group of speculators to corner the gold market collapsed. 

First let us consider the fluctuations in the price of gold as com- 
pared with wholesale prices of commodities.^ The price of gold 
rose rapidly after the suspension of specie payments in December, 
1861, reaching its annual maximum in 1864, and its actual maxi- 
mum on July 11, 1864, when it required 2.85 greenback dollars to 
buy a gold dollar, which meant that the greenback dollar at its 
lo^vest point had a gold value of 35 cents. The greenback price of 

^ The figures for the price of gold are the annual averages of the greenback price 
of $100 of gold coin. The figures for wholesale prices of commodities are averages 
of the quarterly medians for each year of 92 commodities. Mitchell, pp. 279 and 
19 et 8eq. 
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gold then dropped sharply and with frequent and often wide 
fluctuations it slowly and haltingly worked its way back to parity 
by the end of 1878.^ 

While the wholesale prices of different classes of commodities 
and of different commodities in each class responded differently 
to the inflationary forces, practically all wholesale prices rose 
rapidly during the war, and then declined irregularly until 1879. 
Both on the advanc(^ and on th(‘ decline, wholesale commodity 
prices lagged behind the price of gold. The wholesale price index 
number reached its annual maximum of 185 in 1865, while the 
price of gold reached its annual maximum of 203 the year before. 
Wholesale prices, more*ov(‘r, continued a substantial rate of de.'cline 
after the price of gold had become relatively stable within a few 
points of parity. 

The market for gold was more speculative than that for most, 
if not all, commodities, and operations in the gold market were 
made on a much smaller margin of profit. England at this time 
was on the gold standard, and, if we measure the value of gold 
itself by its purchasing power over commodities at wholesale in 
England, we find that gold was comparatively stable in value 
from 1860 to 1870, and fell substantially from 1870 to 1873. It 
then rose rapidly from 1873 to 1879, so that during its latter years 
the greenback dollar was straining itself to catch a gold dollar 
that was running away from it, and prices would have been falling 
in the United States at this time, even had we been on a gold 
standard. 

N(^xt l('t us consider the relationship between the annual move- 
ments of the index number of wholesale prices and those of the 
index number of retail prices ^ and of the cost of living. In the 
index number of the cost of living, data for house rent are added 
to those for retail prices, and 35 individual items are weighted as 
nearly as possible in accordance with their respective relative im- 
portance in the cost of living of a representative family.^ 

It will be observed that, while wholesale prices reached their 
maximum of 185 in the year 1865, retail prices and the cost of 
living did not reach their maxima of 180 and 170, respectively, 

1 For daily figures showing the greenback price of gold and the gold price of green- 
backs for the entire period see Mitchell, pp. 287-338. 

2 The figures for retail prices are the medians for 34 commodities. See Mitchell, 
Gold, pp. 66-69, 87 and 279. 

3 Ibid., pp. 83-90 and 279. 
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until a year later. Retail prices and the cost of living, likewise, 
lagged behind wholesale prices on the decline after the War and 
at the time of resumption of specie payments were relatively much 
highc^r than wholesaki prices. 

On the rise the cost of living lagged somewhat behind the whole- 
sale prices, as it did also during most of the period of the decline, 
and it stood at 130 in 1879, as compared with 88 for wholesale 
prices. Goods at retail were sold in smaller quantities than goods 
at wholesale and on larger percentage profits, and price com- 
petition was kiss keen. Conventional prices and limited markets 
played a much more important r6Ie in retail trade than in whole- 
sale. Prices, therefore*, were more rigid and less responsive to 
inflationary forces. House Hints in gcmeral were even less re- 
sponsive than retail commodity prices and this is one of the prin- 
cipal reasons why tlni cost of living index lagged behind the retail 
price index during most of the greenback period. While urban 
rents generally lagg(‘d b(ihind retail prices both on the advance 
and on the decline, this situation did not exist to anything like 
the same extent with farm rents. Of these Barrett says: ^ 

*Ht is safe to conclude, judging from the best evidence attainable, that 
three-quarters of rented farms were let in those days, not for a fixed 
money payment, but for a payment in kind. In the case of this large 
proportion of rural landlords no great injury was inflicted by depreciated 
greenbacks.” 

The next relationship to consider is that between the movements 
of the (^ost of living and of wages. ^ Just as n'tail prices and the 
cost of living in general lagged behind wholesale prices during 
both the period of rising prices and that of falling prices, so did 
wages in general lag behind the cost of living during both periods. 
While the cost of living reach(‘d its maximum of 170 in 1866, 
wages did not reach their maximum of 179 until five years later. 
Then, on the decline, the cost of living stood at 132 in 1878, as 
compared with a wage figure for that year of 141. 

Labor was more fully employed during the War than during 
the previous years; the army itself and other activities incident 
to the War absorbed millions of men. After the War, there was 
much unemployment and many labor troubles, especially in the 

1 Op. cit., p. 121. 

2 The wage figures are Mitchell’s averages of the January and July medians of 
relative rates of wages. Ibid., pp. 226-248 and 279. 
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year 1867 and the depression period 1873-1877. Since the cost of 
living rose faster than money wages down to 1867, real wages 
declined and the laborers suffered. 

“ . . . The abilit}^ to lay by for a rainy day was threatened, and . . . 
labor came to regard itself as aggrieved; it assumed an attitude of hos- 
tility toward employers and took concerted measures in self-defense. 

. . . The winter of 1863-1864 and the ensuing months were accordingly 
a time of unusual industrial unrest, wliich increased in severity as the 
discrepancy between wages and prices continued.’' * 

After 1867, the index numbers for money wages were most of the 
time much higher than those for the cost of living, but many of 
the benefits that would normally have accrued to labor from such 
a situation were lost by reason of th(‘ large amount of unemploy- 
ment occurring during the business d(‘pression of 1873 to 1877 — a 
depression that was caused in no small degree by the deflation 
itself. 


Extravagance 

The period in which the greenbacks were depreciating most 
rapidly and when, as a result, people saw the value of their savings 
continually fading away wtis favorable to the philosophy, “what 
you save you lose and what you spend you have.’' Partl}^ as a 
result of this philosophy, partly as a recourse' for relief against 
the strains and sorrow's of the War, and parti}" because war-time 
speculation turned an unusually large percentage of the national 
income into the hands of the new and vulgar rich, this period, 
like the period of the Assignats in France,^ was one of widespread 
extravagance. According to the London Tunes: ^ 

“The indulgence in ever>" variety of pleasure, luxury, and extravagance 
is simply shocking. The jewelers’ shoj)s in all these cities have doubled 
or trebled their trade; the love of fine dresses and ornaments on the ])art 
of the women amounts to madness. They have the money, well or ill 
gotten, and must enjoy it.” 

Speaking of this same extravagance the New York Independent 
said: * 

“Go into Broadway, and we will show you what is meant by the word 
‘extravagance.’ Ask Stewart about the demand for camel’s-hair shawls, 
and he will say ‘monstrous.’ Ask Tiffany what kind of diamonds and 


» Fite, pp. 183-184. 
* Supra, p. 194. 


* November 3, 1863. 

* June 26, 1864. 
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pearls are called for. He will answer ‘the j^rodigious,’ ‘as near hen’s-egg 
size as possible,’ ‘i)rice no object.’ . . . And as for horses the medium- 
})riced five-hundred-dollar kind are all out of the market. A good pair 
of ‘fast ones,’ ‘all riglit,’ will go for a thousand dollars sooner than a 
basket of strawberries will sell for four cents.” 

Events in Post-War History of Greenbacks 

We may now retrace our stops somewhat and review the post- 
war history of the greenbacks. 

Wh(ui the War formally ended in the summer of 1865, the money 
stock of th(^ Uiiitcal Stat(‘s, aside from th{‘ gold coin and most of 
the subsidiary silveu’, which did not circulate' to any ap])r('ciable 
(‘xteiit t'xcept on the Pacific ('oast, and aside* from the iiot(‘S of 
the C/Onfederat(‘ Stat(\s which had b(‘come worthless, consisted 
chiefly of about $431 millions of gr(HTi})acks, $15 millions of United 
States Government fractional notes, $146 millions of national 
bank not('S — tlie national banking system recommended by Secre- 
tary Chase had be<‘n (‘stablislu'd b}^ laws of 1863 and 1864 — and 
$143 millions of notes of state* ))anks, and a small amount of 
minor coins. This money all circulate'd at ])arity with the green- 
backs. The great currency problem bi'fon* tlu* country at the 
clos(‘ of th(* war was to g(‘t this money back to parity with gold 
and silver. 

The Movement for an Early Return to a Specie Basis 

The Secretary of the Treasury, Hugh McCulloch, in his annual 
report of December 5, 1865, referred to the legal-tender acts as 
war measures and said that 

“They ought not to remain in force one day longer than shall be neces- 
sary to enable the f>eople to prepare for a return to the constitutional 
currency. It is not supposed that it was the intention of Congress, by 
these acts, to introduce a standard of value, in times of peace, lower than 
the coin standard, much less to per]Xituate the discredit which must 
attach to a great nation which dishonors its own obligations by unneces- 
sarily keeping in circulation an irredeemable paper currency.” 

He held that this currency was inelastic, and that, if continued, 
its issue would be likely to be governed by the fiscal needs of the 
Treasury or the interests of political parties, rather than by the 
demands of trade, and that this fact would keep the currency 
constantly before the public as a political issue, than which few 
things would be more injurious to business. In defending a vigor- 



252 


MONEY 


ous policy of currency contraction, he took issue with those who 
held that contraction by reducing prices would be injurious to 
trade, be likely to bring on a financial crisis, would reduce govern- 
ment revenues, endanger the public cnidit by preventing funding, 
and would compel both the government and the people, who are 
in debt, to pay their debts in a dearer curnmcy than that which 
the debtor received when the debts wtTe contracb^dd 

He recommended to Congress: (1) the removal of the legal- 
tender quality from the compound interest notes from the date of 
their maturity; and (2) the giving to th(' Secretary of the Treasury 
of authority to issu(‘ bonds for the purpose of retiring not only 
compound inten'st notes, but also the greenbacks. 

He held, in this connection, that the process of contracting the 
currency could not be injuriously rapid; and that there was no 
necessity of r(‘tiring more than $1(K) millions or, at most, $200 
millions of greenbacks, in addition to the compound notes, before 
the desired result would be attained. He said, however, that 
neither the amount of the reduction, nor the time required to 
bring up the currency to gold parity could them be estimate'd with 
any degree of accuracy. In his judgment, the first step was to 
decide upon the policy of contraction.^ 

With this vipw both the public and Congress seemed to be in 
s>Tnpathy. On December 18, 1865, the House, by a vote of 144 
to 6 adopted a resolution of cordial concurrence, 

“In the view of the Secretary of the Treasury in relation to the necessity 
of the contraction of the currency with a view to as early a resumption 
of si)ecie payments as the business interests of the country will permit, 

and it pledged its cooperation to that end.® 

In its issue of September 23, 1865, the Commercial and Financial 
Chronicle took th(? position that the actual and prospective evils 
of inflation and of an unstable currency were leading to a growing 
public conviction that the time had arrived when a permanent 
contraction in the volume of the country's redundant paper money 
should be undertaken. A week later the same publication said 
that the fundamental cause of the premium on specie was not 
the traffic in the precious metals, nor in the foreign exchanges, 
nor even in the activities of speculators, but the redundancy of 

^ Annual Report of the Secretary of the Treasury, 1865, pp. 4, 11 and 12. 

2 Ibid., p. 14. 

® Congressional Globe, 39th Congress, 1st Session, p. 76. 
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the currency, the fact that our paper money had been issued to 
excess. The Boston Advertiser ^ then under the editorship of 
Professor Charles F. Dunbar, is quoted by Barrett ^ as expressing 
the belief that at that time nine men out of ten in the country 
desired an early resumption of specie payments. 

But enthusiasm for contraction was short-lived, and after the 
early beginning progress was exceedingly slow. Every forward 
step met strong opposition, and, more than once, the forces of 
inflation temporarily triumphed. 

Various Schools of Monetary Reform 

Gradually thcTe grew up a number of different schools of 
monetary reform, each of which at one time or another during the 
succeeding fourteen velars, was a powerful factor in determining 
our inoiK^tary policy. Five such schools of thought may be dis- 
tinguish('(i, although the lines that separate them are often rather 
hazy.'^ They are: 

(1) Th(^ school that advocated a prompt return to a specie 

basis without waiting for contraction of the currency or legislative 
action. The slogan of this school, which was apparently first used 
by Chase in was: ^‘The way to resume is to resume.^’ 

This slogan, however, was also later used by other groups. 

(2) The second school consisted of those who favored the ac- 
cumulation of a gold reserve by borrowing and otherwise, and the 
use of this r(*serve for establishing the convertibility of the green- 
backs at an early date. 

(3) The third school, the one to which Secretary McCulloch 
belonged and th(‘ one dominating the situation immediately after 
the War, was the “contraction” school, which advocated a return 
to specie payments, largely through a continual contraction of 
the curn'iicy. The withdrawal of the greenbacks through the sale 
of government bonds was the plan generally advocated by this 
school. The extnimists of this school advocated the so-called 
“cremation process,” concerning which David A. Wells said: ^ 

“ I would have it enjoined upon the Secretary of the Treasury to destroy 

by burning on a given day of every week, commencing at the earliest 

* Op. cit., p. 131. 

2 A description of these five schools or “theories of resumption” is given by 
Dewey, Financial History of the United States, pp. 336—338. 

* Barrett, pp. 129 and 130. 

* Quoted by Dewey, p. 336. 
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practical moment, a certain amount of the legal tender notes, fixing the 
minimum at not Ipvss than S500,000 jx?r week, or at the rate of $26 mil- 
lions j)er annum. This process once entered u})ori and continued, the 
gradual appreciation of the greenback to par with gold, and the ultimate 
equalization of the two, would not be a (jiiestion of fact but simply of 
time. What specific amount of contraction of the legal tender would be 
necessary no one can tell with certainty.” 

(4) The fourth school consisted of those who believed in ‘‘grow- 
ing up to speci(‘ payments,” something as India Iat(T did between 
1898 and 1899.' They believed that, if the currency supply were 
kept limit('d, the spt^cie ^ alue of the greenbacks would continually 
rise, toward parity, under the influence of increasing population 
and trade, and therefore of a growing demand for money. 

(5) i'he fifth school was what would be called today the “paper 
money” school. It was the school that later developed into the 
National (Greenback Party, which figured in our elections from 
1876 to 1884. This school favored the permaiKuit retention of 
the greenbacks and an c'xpansion of their circulation. They wanted 
cheap mone}^ and plenty of it. 

The Opposition to Currency Contraction 

In opposition to the contraction of the currency practically all 
the arguments against currency deflation which are familiar to tlie 
student of monetary problems today were advanced. Contraction 
would prov(* burdensome and unjust to th(i debtor classes, includ- 
ing the National Government itself, would d(‘press business, cause 
unemployment by bringing about continually declining prices and 
decrease' government revenues. The difficulties of a speedy con- 
traction were well summarized shortly after the War by a leading 
financial journal. ^ After speaking of the artificial stimulus to 
commerce and industry which had been given by the previous in- 
flation and of the resulting benefits to debtors and harm to credi- 
tors, the article said : 

“But how different is the work of recovery and contraction! It is next 
to impossible to get back to a specie basis without disaster and monetary 
spasms; for now the pressure falls on the debtor, while his creditor has 
the advantage. And since the debtor class is always more weak, more 
numerous, and less able to bear losses, there is a much greater amount of 
individual injury than when it was the creditors who were suffering.” 

> Cf.r supra, pp. 2f>-29. 

2 Commercml and Financial Chronicle, Oct. 21, 1865, p. 614. 
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The article claimed that an appreciating dollar would cause trade 
to stagnate, break down credit, depress wages and yield an in- 
creasing crop of bankruptcies. These (‘vils would be the more se- 
vere in proportion as the transition were abrupt and spasmodic. It 
was accordingly urged that the process of n;turning to a specie 
basis should be a gradual one. In this way only, the articki said, 
could the national industry (\scape violent shock, and the people 
be spared the disastrous revulsions, which would occur if the cur- 
rency were contracted too suddenly and too violently. 

The Question of Paying Government Bonds 
IN Greenbacks 

In the post-war history of the greenbacks, one subject which 
became a matt(‘r of gr(‘at controversy was the question as to 
whether th(^ government’s l>onds must be paid in specie' or could 
be paid in k'gal-tender notes. This question was apiiarently not 
s('riously consid(T('d in the early days of the War, because it was 
(*xj)ected at that time that the War would be brief and that the 
r<f^gim(‘ of depn'ciated j)aper moiK'y would last but a short time, 
terminating long before there would be any appreciable payments 
on the principal of tlu^ war bonds. 

Bonds fioat(?d prior to the War would presumably be paid in 
specie? as the^y matun'd be'cause the Government had received specie 
for th(*m from the; i)ubli(‘ when they were sold. On January 1, 1863, 
a debt of the Government contracted in 1842 for eight million dol- 
lars became due and Ghase jiaid it in gold. 

The law of February 25, 1862, authorizing the first issue? of 
greenbacks made thean legal tender in payment of all de'bts, public 
and private, except duties on imports and “of all claims and de- 
mands against the United States of ('V(*ry kind whatsoever, except 
for intc'H'st ui)on bonds and notes, which shall be paid in coin.’^ 
While the laws authorizing some of the\se bond issues expressly 
provided that the bonds should be payable, principal and interest, 
in coin, some of the laws were silent as to the money in which the 
principal should be paid. When the bonds were issued, it seems to 
have been the general understanding — although this claim has 
been emphati(*ally denied by some — that the principal, as well as 
the interest, would be paid in specie. This belief undoubtedly made 
it possible for th(‘ Government to borrow on much better terms 
than it would have received, had the expectation been that pay- 



256 


MONEY 


ment would be made in paper money. Secretary McCulloch, in 
his report of November 30, 1867, said: ‘ 

“Did any member of the House or of the Senate, prior to 1864, in the 
discussions of these bills, ever intimate that the bonds to be issued 
in accordance with their provisions mi^jcht be j)aid, when redeemable, in 
a depreciated currency? Was there a single subscriber to the five-twenty 
bonds or to the seven and three-tenths notes, which by their terms were 
convertible into bonds, who did not believe, and who was not given to 
understand by the agents of the government, that both the j^rincipal 
and interest of these bonds were i)ayable in coin? Does any one su])pose 
that the })cop]e of the United States, self-sacrificing as they were in the 
support of the government, would have sold their stocks, their lands, the 
products of their farms, of their factories and their shops, and invested 
the jiroceeds in . . . [these government obligations] if they had under- 
stood that the bonds were to be redeemed after five .years from their 
res|)ective dates in a currency of the value of which they could form no 
reliable estimate? . . . Would the Secretary of the Treasury, or would 
Congress, when the fate of the nation was trembling in the balance, and 
when a failure to raise money for the support of the federal army would 
have been success to the rebellion and ruin to the Union cause, have 
dared to attempt the experiment of raising money on bonds red(^omable 
at the pleasure of the government after five years in a currency the con- 
vertible value of which might not depend u])on the solvency of the 
government, but uj)on the amount in circulation? No such understand- 
ing existed, and fortunately no such experiment was tried. The bonds 
were negotiated with the definite understanding that they were payable 
in coin. . . . The contracts were made in good faith on both sides, a 
part of them when the government was in imminent peril and needed 
money to preserve its existence, the balance when its necessities were 
scarcely less urgent. . . . (lood faith and })ublic honor, which to a 
nation are of priceless worth, recjuire that these contracts should be 
complied with in the spirit in which they were made.’' 

James A. Garfield, speaking to the House in 1868 with reference 
to the original five-twenty bond bill wdieii it was before the House 
in 1862 said that all who nJerred to the subject stated that the 
principal of these bonds was payable in gold, and coin payment 
was the understanding of every member of the Committee on Ways 
and Means. It was only because of an occasional doubt then ex- 
pressed that it was considered necessary ‘Hrom abundant caution’' 
to make a definite promise in the ten-forty act of 1863.- 

On the other hand, in selling these bonds the government re- 
ceived depreciated paper money at par, and such bonds as were not 
made by law specifically payable in coin — and that meant most of 
i Pp. xxiii-xxiv. * Cited by Dewey, p. 346. 



THE GREENBACKS 


257 


the bonds — were presumably legally payable in greenbacks, which 
th(‘ Government had expnissly made legal tender for all debts, public 
as well as privates, excej)t those specifically mentioned in the law. 

About 1868 there began a vigorous movement for the payment 
in legal-tender money of the princij)al of all bonds which were not 
by law mad(5 specifi(!ally payable in coin. One of the leaders in 
this movement was Thaddeus Stevens, who, referring to the sug- 
gestion that certain Government bonds were payable in gold, said: ^ 

“After they fall due they are payable in money, . . . just as we all 
understood it when we j:)aased the law authorizing that loan ... I want 
to say that if 1 knew that any party in this country would go for paying 
in coin that which is payable in money, thus enhancing it one-half; if 
I knew there was such a jdatform and such a determination this day on 
the i)art of any part>,i would vote for the other side ... I would vote 
for no such swindle on the taxpayers of this country; I would vote for 
no such speculation in favor of the large bondholders, the millionaires 
who took advantage of our folly in granting them coin payment of 
interest.’^ 

It was urged that the money of the plough-holders should be good 
enough for the bondholders. 

President Johnson, in his message of December, 1868, advocated 
a form of repudiation of part of the public debt, saying that tlu're 
was gold in interest and jirincipal for the owners of a 5-20 bond, but 
only depreciated paper in pension money for the wounded soldier 
and in salaries for men ('ngag(‘d in goverimumt service. In reply 
to these declarations, the Senate by a vote of 43 to 6 passed a 
resolution saying that properly cherishing and upholding the good 
faith of the nation [we do hereby] utterly disapprove of and con- 
demn the sentiments and proi)ositions contained in . . . the late 
message of the Presidfuit .^' A similar resolution was passed by the 
House by a vote of 155 to 6. President Grant, in his inaugural 
address of March 4, 1869, said: '^To protect th(‘ national honor, 
every dollar of govc'rnment indebtedness should be paid in gold 
unless otherwise expn'ssly stipulated in the contract.^' This con- 
tinued to be the policy of the National Government until the prob- 
lem disappeared with the resumption of specie payments. 

The Resumption Act 

The law providing for a definite return to specie payments on 
January 1, 1879, known as the Resumption Act, was passed 

1 Congrt sffional Globe, July 17, 1868, p. 4178. 
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January 14, 1875, by what late^r would have been called ‘‘a lame 
duck” Republican Congress, after the Republican Party had 
suffered disastrous defeat at th(‘ polls in tlK' Congressional ek'ction 
of 1874. The bill in its essentials was draftee! by a sub-committee of 
the Senate, among the membcTs of which were Senators Sherman 
and Edmunds. It was apparently drafted by Edmunds and was 
introduced in the Senate by Sherman, as Chairman of the Senate 
Finance Committee. It later became Sherman's lot to administer 
the law as Secretary of the Treasury. At this time the inflationist 
sentiment in th(‘ United States was strong and was growing luxu- 
riantly in the fertile soil of discontent cn^ated by the depression 
which began in 1873. The public, morc'over, did not take the R(‘- 
sumption Act very seriously, because tlu' date s(‘t for resumption 
was four years off and then^ was widesprc'ad doubt as to whether 
the plan could ever be carried through. 

The Act covered a variety of provisions, but, from the standpoint 
of the greenbacks, the principal ones were five in number, as follows: 

(1) Provision for the minting and issue of fractional silver coins to he 
used for the redemption and withdrawal from (urculation of all 
fractional paper money. 

(2) The granting of greater freedom in the establishment of national 
banks and the removal of restrictions provided for the sectional ap- 
portionment of national bank note issues. 

(3) Imposing upon the Secretary of the Treasury the duty of redeeming 
greenbacks outstanding in excess of S300 millions to the amount of 
80 {^r cent of the new issues of national bank notes. Inasmuch as 
the national bank law of that time reijuired national banks in the 
principal cities to maintain a reserv^e of 25 i)er cent of lawful money 
against their national bank notes, and reejuired the banks in other 
cities to maintain a reserv'e of 15 per cent, it was reasoned that the 
above-mentioned 80 per cent limit would keep the net circulation of 
greenbacks and national bank notes combined about where it was. 

(4) Provision that on and after January 1, 1879 the Secretary of the 
Treasury should ‘'redeem, in coin, the United States legal-tender 
notes then outstanding on their jjresentation for redemption, at the 
office of the Assistant Treasurer of the United States in the City of 
New York, in sums of not less than fifty dollars.” 

(5) In order to provide funds for the redemption of the greenbacks, the 
Secretary was authorized “to use any surplus revenues, from time 
to time, in the Treasury . . . and to issue ... at not less than par, 
in coin” certain kinds of United States bonds which had been 
authorized by previous legislation. 
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Within the broad limits of these powers, the Secretary of the 
Treasury was to work out his own plan for bringing about resump- 
tion on the sch(^duled date. His responsibility was large and his 
powers were eommensurately large. 

One serious handicap, however, placed upon the Secretary was 
the absence* of any authority to redeem the greenbacks directly 
in United States bonds, a privilege which, it will b(i r(*(*alled, had 
been givi*n the Secretary by th(^ original greenback law and had 
been r(*moved in 1863. The only form of spc'cie in which r(*demp- 
tion could be made was gold, since silv(*r dollars had not circu- 
lated in the lhiit(*d States for more than a generation and had had 
their legal-tend(‘r quality removed in 1873. There was compara- 
tively little gold coin in the country and a good share of that was 
circulating on the Pacific Coast. To obtain gold, therefore, the 
Secretary was forc(*d to sell bonds abroad — a policy which brought 
upon him an avalanche of criticism not only from the radical 
Greenback Party, but from many more conservative people. For 
a time Benjainin H. Bristow, S(‘cretarv of the Treasury, did not 
take any action for accumulating a gold resc'rve, in the* hope that 
he could obtain from Congr(‘ss authority to r(*d('en} the notes 
directly in bonds; but wh(*n, in March, 1877, John Sherman be- 
came Secretary of the Treasury under Presid(*nt Hayes, he ini- 
tiated a vigorous policy of accumulating a reserve, and of making 
the other pr(*paiations n(*c(\ssary for carrying through the resump- 
tion program. 

Briefly summarized, the* fa(*ts of the next few y(*ars were as 
follows : 

‘Tn January, 1875, the volume of bank-notes in circulation was 8352 
millions, and of greenbacks 8382 millions. By April 1, 1878, $43 
millions of new bank-notes had been issued, while $74 millions of 
earlier bank-note issues had been retired, leaving a net reduction 
of $31 millions. Meanwhile the luiited States notes had been redeemed 
to tlie extent of $35 millions, thus making for the ])eriod a total con- 
traction, as to these elements of th(^ (currency, of approximately $66 
millions.” * 

The enemies of resumption attacked the act and insisted that 
the country needed more money, not less money. Opposition to 
resumption grew and soon became so strong that conc<'ssions to 
inflationist sentiments became politically necessary. Congress 
* Barrett, pp. 189 and 190. 
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accordingly passed a measure on May 31, 1878, prohibiting further 
contraction of greenbacks, and requiring the Treasury to reissue 
those which it received in the ordinary course of business. This 
act gave the country a pernuiiient greenback currency. At that 
time the amount of greenbacks stood at $346,681,016 and it has 
stood at this figure ever since. ^ Thereafter, notes presented for 
redemption were not retired but were reissued and kept in circu- 
lation. 

Sherman belie\'ed that the lowest gold reser\T consistent with 
safety, with which the country would be able to resume specie 
payments was 40 per cent, or about $138 millions. By January 1, 
1879, he had accumulat'd $133 millions, about two-thirds of which 
came from the sale of bonds and one-third from surplus revenue. 
Under his strong polic}^, the gold value', of the greenbacks slowly 
but surely advanced, and two weeks before January 1, 1879, 
greenbacks were quoted at par. 

A factor retarding the rise of the gree'nbacks to the gold parity 
between 1875 and 1879 was the fact that during these years gold 
itself was rising in value. Th(^ purchasing power ov(‘r commodities 
at wholesale, for example, of England’s gold standard curnmey 
rose during thos(* four years over 15 per cent. 

Thus after a period of 17 years of depreciated paper money, 
a period that it was thought would last but a few months when it 
w'as begun, the country again n^turned to a gold basis, a basis 
which it maintained (with a minor qualification during the World 
War), but often against great difficulties, until early in the year 
1933. 


Legai.-Tender Cases 

From th(; time of th(' first suggestion of legal-tender notes in 
January, 1862, as we have previously noted, the question of the 
constitutional power of Congress to issue such notes was debated. 
Naturally, this question was soon taken to the courts and in due 
time appeared before the United States Supreme Court. The 
various cases in which different phases of this problem were 
decided are known as the ‘Megal-tender cases,” the more im- 
portant of which we shall briefly summarize. 

^The Act of May 12, 1933, authorized the President to increase the issue of 
greenbacks up to an aggregate of $3 billion; but up to the present time the Presi- 
dent has not exercised this authority. 
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Contracts Specifically Payable in Specie 

The principal case covering this subject is Bronson vs. Rodes, 
(1868).^ Metz in 1851 borrowed from Bronson SI, 400, giving his 
bond and mortgage for repayment in 1857, with intcirest, “in gold 
and silver coin, lawful money of the United States.’^ Payment 
was not made nor demanded at maturity, but inb'rest was paid 
until January, 1864. A yc^ar later Rodes, who had b(‘come owner 
of the mortgagcHl property tendcTed full payment of principal and 
interest in greenbacks at a time when a greenback dollar was 
worth 443 ^ cents gold. This tend(T was refused, and the case 
came before the United States Supreme Court in 1868. As fate 
would have it, Salmon P. C'has(‘, who had been Secretary of the 
Treasury when the greenbacks were issued, now', as Chief Justice 
of the Supn'me Court, w^as call(‘d upon to render this as well as 
other legal-tender decisions. The question was: Was Bronson 
bound by law to accept these legal-tender notes in full payment 
of the debt? 

The Court first asked: What w'as the intent of the parties to 
the contract? It found that at the tiim^ the contract was made 
gold and silver coin were in circulation and wer(‘ legal tender for 
debts, that the? notes of th(^ various state banks w'hich constituted 
the bulk of the money of the country were of unequal value and 
that many of them wen! depn^ciat (‘d and unsafe. This situation 
gave rise to contracts containing the specific coin clause. The 
Court said: 

“A contract to pay a certain number of dollars in gold or silver coin is, 
in legal import, nothing else than an agreement to deliver a certain 
weight of standard gold, to be ascertained by a count of coins, each of 
which is certified to contain a definite proportion of that weight.” 

This was the intent of both parties to the contract and this intent 
was lawful. 

The next question was: Can such a contract to pay coin be 
satisfied by a tender of legal-tender notes? The answer was, that 
gold and silver coins are still minted and still legal tender and that 
if there is no express provision in law to the contrary, “it is a just, 
if not a necessary inference, from the fact that both descriptions 
of money were issued by the same government, that contracts 
paid in either were equally sanctioned by law/’ 

» 7 Wallace, 229. 
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The Court then went on to show that a contrary interpretation 
would lead to absurd results. For example, according to law, 
duties on imports must he paid in coin and likewise interest on 
the public debt. How could importers g(‘t gold for paying their 
duties if all contracts to pay gold were actually payable in legal- 
tender notes, and equally how could the United Stab's Govern- 
ment get gold within the country for paying its interest? 

The Court’s conclusion was that express contracts to pay 
coined dollars can only be satisfied })y the payment of coinc'd 
dollars. They are not Mebts’ which may be satisfied by the t(aider 
of United States notes.” 

Following this decision, there was a tremendous growth of in- 
debtedness in the United States “payable in gold (ioin of the 
United States of the present standard of weight and fineness.” 
Theses debts, down to early 1933, covered most fedc'ral, state and 
county bond issues, most of the bonds of railroads and public 
utilities whose rate structures are regulated by law, and a large 
proportion of the bonds of industrial corporations, the mortgages 
of farmers and of city home-builders and of a gr('at many other 
obligations. On June 5, 1933, all such specific gold contra(‘ts were 
renden'd ineffectiv(' by a joint n'solution of Congress. Up to the 
present time (April 24, 1934), the United Stat('s Supreme Cknirt has 
not rendered any decision as to the constitutionality of this action. 

In the decision of Lane County vs. On'gon,’ rendered by th(' 
United States Supreme Court in 1868, it was decided that taxes 
imposed by a state government were not debts within tlu' mean- 
ing of th(; legal-tender acts, and that states could therefore collect 
their taxes in any medium they deemed proper. 

The principal controversy centering in the Legal-Tender Cases 
related to the three questions: (1) Arc the legal-tender acts con- 
stitutional when applied to contracts made before their passage? 
(2) Are they constitutional as applied to debts contractc'd after 
their enactment? (3) Are legal-tender notes issued in time of 
peace constitutional? 

The first of these questions was first answered by the United 
States Supreme Court in 1870 in the case of Hepburn vs. Gris- 
wold.^ In 1860 a Mrs. Hepburn made a promissory note to a 
Mr. Griswold for $11,250, payable February 20, 1862, five days 
before the first legal-tender act was passed. The note was not paid 

1 7 Wallace, 71. 2 8 Wallace, 603. 
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at maturity. Later in 1864 Mrs. Hepburn tendered greenbacks in 
payment of the note, principal and interest, and the tender was 
refused. The case came to the United States Supreme Court on 
appeal, and Chief Justice Chase delivered the opinion. 

Briefly summarized, the argument was as follows: It is an 
established rule of interpretation that the terms employed in a 
law are not to be interpreted so as to conflict with the principle 
of justice if they are open to an interpretation that favors justice. 
It is cl(*arly unjust to a creditor to oblige him to a(a*ept gniatly 
depreciated paper money in settlement of a debt contracted when 
the currency of the country was on a specie basis, and such 
an interpretation of the law ''is not to be admitted if any other 
can be reconciled with the manifest intent of th(^ legislature.'^ 

What then was the intcaition of Congress? To this the answer 
is that in all th(‘ debates in Congress “no suggestion w^as (‘ver 
made that the legal-tender clause did not apply as fully to con- 
tracts made before as to contracts made after its passage." 

If this was the intent of Congress, did Congress possess the 
constitutional power “to make notes ... a legal tender in pay- 
m('nt of debts, which, when contracted, were payable by law in 
gold and silver coin?" The Government of the United States is 
one of limit(‘d powers, and no department of the National Govern- 
ment possesses any authority not granted by th(' (k)nstitution 
either exprc'ssly or by implicjition. There is no (‘xpress grant of 
authority in the Constitution of legislative power to make any 
description of credit currency a legal tender in payment of debts. 
Is such a powxT implied in any of th(* powers expressly granted? 
The Court then reviews the powers that might be interpreted as 
carrying this right by implication, such as the power to coin 
money, to declare war, to regulate comrnerct' and to borrow money 
on the credit of the United States; and in each case the Court 
answers the question in the negative. With reference to the ad- 
mitted power of borrowing money through the issuance of notes 
to circulate as currency, the Court maintains that this power is 
entirely distinct from the power to make such notes a legal tender. 
The Congress of the Confederation could emit bills of credit, but 
could not make them legal tender. The useful purposes of the notes, 
the Court held, would have becm fully answered without making 
them legal tender for preexisting debts. This quality added very 
little to their value. 
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Is the making of such notes a legal tender for preexisting debts 
consistent with the spirit of the Constitution? Among the cardinal 
principles of the Constitution is the establishment of justice. The 
spirit of the Constitution is seen in the provision that ^^no state 
shall pass any law impairing the obligation of contracts.” 

“We cannot doubt,” says the Court, “that a law not made in pursuance 
of an express i)Owcr, which necessarily and in its direct operation impairs 
the obligation of contracts, is inconsistent with the spirit of the Constitu- 
tion.” The conclusion was “that an act making mere promises to pay 
dollars a legal tender in i)ayment of debts previously contracted, is not 
a means a})j)ro))riate, i)lainly adapted, really calculated to carry into 
effect any exjiress power vested in Congress; that such an act is incon- 
sistent with the spirit of the Constitution; that it is prohibited by the 
Constitution.” 

The decision was rendered by a divided Court, the vote being 
four to thr(‘e, one Associate Justice not voting. It was received 
by the country at large with a storm of protest. Gold at the time 
stood at about 120 and people feared that they would have to 
pay a large part of their debts in gold. The debtor classes every- 
where protested, and (^specially large corporations with maturing 
pre-war bonds to pay. A railroad president wrote Chase: ^ 

“How do you suppose the railroads of the country are to pay their 
interest in gold and receive only a depreciated currency for their reve- 
nues, limited a.s they are by their charters to a fixed price? Wouldn’t we 
have a nice time in making passengers pay their fares in gold?” 

Another correspondent wrote: ^ 

“Your decision in regard to legal tenders, if not reversed, is likely to 
cause the greatest possible distress and ruin among the classes of people 
already in debt; among the rest, very many widows and orphans owing 
money on mortgage of real estate of a long date back.” 

There was a widespread popular feeling that this four to three 
decision would soon be reversed. Shortly after it was made, the 
number of judges was increased from eight to nine, and two new 
appointments were made. The charge was frequently made that 
the new appointees were pledged in advance to vote for a reversal 
of this decision at the first opportunity, but there seems to be no 
evidence to support this charge.^ 

The public, the administration and the Supreme Court itself 
all seemed anxious for another test case at an early date on the 

‘ Hart, op. cit., p. 397. 2 Ibid., pp. 397-398. » Cf., ibid., pp. 399-403. 
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question of the constitutionality of the greenbacks. In the follow- 
ing year an opportunity for reconsidering the question presented 
itself in the cases of Knox vs. Lee and Parker vs. Davis. ^ In 
these cases the controlling questions were: (1) Were the legal- 
tender acts constitutional when applied to contracts made before 
their passage? And (2) were they constitutional when applied to 
debts contraet(^d since their enactment? Briefly summarized, 
the Court \s position was as follows: 

ConsidcTation must be given to the circumstances under which 
the legal tenders were issued. Seasons of exigencies may justify 
acts which at otla^r times would be inapi)ropriate. When the 
greenbacks were authorized, a civil war was raging which seri- 
ously threatened the overthrow of the government. The nation 
required military e(iuipment and support for the army and the 
navy. Money was nei‘d(‘d by the governnu^nt to an extent beyond 
the capacity of all ordinary sources of supply. The public treas- 
ury w^as nearly empty and the credit of the government was 
nearly exhausU'd. Taxation was altogether inadequate and it 
was impossible to await the income of new taxes. 

‘‘The entire amount of coin in the country . . . was insufficient to 
sui)ply the need of the government three months, . . . had it all been 
poured into the treasury. . . . We say nothing of the overhanging 
paralysis of trade and of business generally, which threatened loss of 
confidence in the ability of the government to maintain its continued 
existence ..." 

Having drawn this dismal pictun^ the Court proceeded with 
the post hoc, propter hoc argument: 

“Something revived the drooping faith of the people ; something brought 
immediately to the government’s aid the resources of the nation, and 
something enabled the successful prosecution of the war, and the preser- 
vation of the national life. What was it if not the legal tender enact- 
ments?" 

The Court did not believe that any other possible measure could 
have met the situation; but, at any rate, it held that the degree 
of necessity of the greenback issues and the relative degree of 
their appropriateness were matters for Congress to decide. 

It was not enough, the Court maintained, for the government 
to issue notes that circulated as money. It had to make these 
notes a legal tender for debt, as 
‘ 12 Wallace, 457. 
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‘‘no one could be compelled to take common treasury notes in payment 
of debts, and as the prospect of ultimate redemption was remote and 
contingent. . . . Making the notes legal tender gave them a new use, 
and it needs no argument to show that the value of things is in j)ropor> 
tion to the uses to which they may be applied.” 

The conclusion was, therefore, that- the notes were not an in- 
appropriate means for carrying into execution the legitimate powers 
of the government. 

Next the Court asked the question: Was such a legal-tender 
provision forbidden by the letter of the Constitution — a question 
which it answ('red in the rn^gative^. It then asked: Was it con- 
trary to the spirit of the fifth am(‘ndm(uit to the Constitution 
which forbids taking property for })ublic use without just com- 
pensation or due process of law? Its reply was tliat this provision 
was always understood to apply only to dinrt apjropriation by 
the government, and not to property losses or destruction of 
contracts that should result from public acts, such as tariffs, wars 
and embargoes. The argument of those who maintained that the* 
legal-tender acts were contrary to the spirit of the^ Constitution, 
the Court hedd, assumed that (1) they impaired tiie obligation of 
contracts and that (2) Congress was prohil)itcd from taking ac- 
tion which might indircrdly have that effect. Both of these' as- 
sumptions the Court deni(‘d. The k'gal-tender laws comj)elled a 
creditor to accept depreciated greenbacks in payment of d(‘bts, 
“but whether the obligation of the contract is thereby weake'ned 
can be determined only after considering what was the contract 
obligation.” This obligation, the* Court held, was not an obliga- 
tion to pay gold or silver or the particular kind of money recog- 
nized by law when the contract was made, but rather to pay 
whatever kind of money should be recognized by law when pay- 
ment should b<' made. 

Furthermore, the Court held that it could not be “truly asserted 
that Congress may not, by its action, indirectly impair the obliga- 
tion of contracts, if by the expression be meant rendering con- 
tracts fruitless or partially fruitless,” for Congress does this very 
thing whenever it enacts bankruptcy law, declares war or lays 
embargoes on trade. 

The Court’s decision was that the legal-tender acts were con- 
stitutional as applied to contracts made either before or aftc'r 
their pavssage, and it accordingly overruled so much of the Hep- 
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burn vs. Griswold case as ruled these acts to be unconstitu- 
tional so far as they applied to contracts made before their en- 
actment. 

Chief Justice Chase and three other justices dissented. 

In the cas(‘s of Knox vs. Lee and Parker vs. Davis, the issue of 
the legal tenders was justified as constitutional as a means to meet 
a great national emergency, that would not be constitutional in 
normal times. In the next important legal-tender ease, that of 
Juilliard vs. Greenman,* decided in 1884, the qiu'stion was 
“whether notes of the Unit(‘d States issued in tim(' of war . . . 
and afterwards in time of peace redeemed and paid in gold coin 
at the Treasury and then reissued . . . can under the Constitu- 
tion ... be legal tepder” in payment of debts. 

The Court invoked the doctrine of a liberal interpretation of 
expressed powers, with particular reference to the powers granted 
to the National Government, of levying tax(^s, coining money and 
regulating the value thereof, and of borrowing money on th(' credit 
of the United States, and to the general clause* of the Constitution 
authorizing Congre'ss “to make all law’s which shall be necessary 
and proper for carrying into execulioiU’ the specified powders. 
The Court’s case was built chiefly on the power to borrow’ money 
which, it held, meant the pow’er to raise money for public use by 
the pledge of the pul)lic credit, and might be employed to meet 
either present or anticipated expenses and obligations of the gov- 
ernment. This powTr to borrow money, the Court held, included 

“the power to issue, in return for the money borrowed, the obligations 
of the United States, in any appropriate form, of stocks, bonds, bills or 
notes . . . Congress has authority to issue these obligations in a form 
adapted to circulate. ... In order to promote and facilitate such cir- 
culation, to adai)t these to use as currency, and to make them more 
current in the market, it may provide for their redemption . . . and 
may make them receivable for debts to the government.” 

From the power to borrow and to issue bills as a form of borrow- 
ing, the Court continued, it logically follow’ed that Congress might 
impress upon such bills the qualities of being usable as currency 
for the purchase of merchandise and for the payment of debts, in 
accordance with the usages of sovereign governments. The power 
of making notes a legal tender, the Court said, as incident to the 
power of borrowing was usually understood to belong to sover- 
1 110 United States, 421. 
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eignty in Europe and America when the Constitution was adopted, 
and had been exercised by the American colonies, and later by the 
thirteen states prior to the adoption of the Constitution. 

The decision was, therefore: 

“We are irresistibly impelled to the conclusion that the impressing 
upon the treasury notes of the TTniled States the quality of being a legal 
tender in payment of private debts is an ai)propriate measure, conducive 
and plainly adapted to the execution of the undoubted j)owers of Con- 
gress and therefore, within the meaning of that instnirnent necessary 
and proper for carrying into execution the powers vested by this Con- 
stitution in the government of the United States.” 

The question as to whether at, any particular time, c'ither time of 
war or time of peace, the exigency is such as to justify the issue 
and circulation of legal-buider notes was held a political question 
to be determined by C'ongress and the President and not by the 
Courts. 

The greenbacks are still with us. The legal limitation of their 
issue to $346 millions, which was imposed by the law of 1878, con- 
tinued in force until the Agricultural Adjustment Act of May 12, 
1933. In the meantime, our total monetary circulation had grown 
from $819 millions in 1879 to over $5.5 billions at the end of F(4)ru- 
ary, 1935. The greenbacks today, therefore, represent a very 
small and declining percentage of our total currency. Th(ur 
history after the resumption of specie payments in 1879 is of 
comparatively little importance except for a brief period in the 
last decade of the century and for the provision of the law of 
May 12, 1933, authorizing the President to increase their issue 
up to $3 billions — an authority fortunately not yet exercised by 
the President. These matters will be discussed in Volume II. It 
is sufficient lu're to say that the Gold Standard A(*t of 1900 created 
a special gold reserve which was to be used for the redemption on 
demand of greenbacks and other kinds of United States paper 
money as required, and that the law imposed upon the Secretary 
of the Treasury the duty of maintaining this reserve and of re- 
deeming the greenbacks, not “in coin’^ as was the obligation be- 
fore, but specifically in gold coin of the standard then fixed by 
law. This was the law and the practice' until the* enactment of the 
Emergency Banking Act of Marcli 9, 1933, when the convertibility 
of the greenbacks as well as of all other kinds of United States 
money was suspended. 
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CHAPTER XIII 

GERMANY’S EXPERIENCE WITH INFLATION, 1914-1923 

To the student of money the monetary experien(‘es of the 
belligerent countries during the World War and the half dozen 
years immediately following are particularly illuminating. What 
was done was done on a large s(*ale and the experien(;es are writt(‘n 
in capital letters. Within the short period of twelve years, more 
than a half dozen of ,the most advancc'd nations of the world, to 
say nothing of many less advanced ones, ran through the whole 
gamut of paper money experienca^s known to historv', and then 
returned gladly — albeit in many cases but temporarily — to the 
gold standard. In their broad outlines, the monetary experiences 
of these countries during the twelve' years ending about 1926 were 
strikingly similar, both in the methods adopted and in the results 
attained, although in their details they were often vc^ry different. 
In a book like this one space will not permit a treatment sufficiently 
comprehensive' to be of much value of more than one of these 
World War monetary experiences. The one chosen is that of 
Germany, an e'xperience which has the double advantage of ap- 
pealing to a widespread intereist and of offering to the student, an 
exceptionally large amount of readily available data. Here, more- 
over, is a case of extreme inflation as contrasted with the two 
instances of comparatively mild paper money inflation described 
in the preceding two chapters. 

Germany’s Pre-War Currency 

When the War broke out in 1914, Germany had been on the 
gold standard for over forty years, her organic gold standard 
laws having been enacted during the period 1870-1875. The mone- 
tary unit, the gold mark, which was not coined in any denom- 
ination less than ten marks, contained .398 gram of gold .900 fine 
and was, therefore, equivalent in its gold content to 23.8 cents 
United States gold coin. There was free coinage of gold, and gold 
coins in denominations of 10 and 20 marks circulated freely. By 
reason of the limitations placed upon their issue, of the privileges 
of convertibility into gold offered by the Reichsbank and of their 
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acceptability by the Government at par in payment of taxes, the 
paper money of Germany and the fiduciary coins of silver, nickel 
and copper always circulated at a parity with the gold coin. At 
approximab'ly th(' time of th(* outbreak of the War, Germany 
had about four billion gold marks, of which ovct two-thirds were 
reliably estimated to be in circulation and onc'-third to be in the 
vaults of the Reichsbank. H(t note circulation consisted of three 
kinds; namely, (1) Reichsbank notes of about M 2,593,000,000, 
of which between two-thirds and thn*(‘-fourths were normally 
covered mark for mark by gold, and the balance by high-grade 
discountc'd bills of not more than thr(‘(' months' maturity; (2) about 
M 160,000,000 of notes of four local note-issuing banks, whose issues 
were being gradually taki'ii over by the Reichsbank; (3) Reichs- 
kassenscheine, to the amount of j\I 149,000,000, which w(‘re issues 
of governme'nt paper money of small denominations. The total 
note circulation w^as, th(‘refor(‘, about M2, 902, 000,000.^ 

Adding to this paper money the 2,750,000,000 gold marks in 
circulation, the M 750,000,000 of silvtT coin, and the minor coins 
of nickel and copper, we arrive at a total rnoiK'tary circulation for 
Germany, at the outbreak of the War, of billion marks, or 
approximately 96 marks per capita. 

The history of German inflation may for convenience be divided 
into three periods; viz.: (1) the war period, extending from the 
outbreak of the War to the Armistice of Novemlx'r 11, 1918; 
(2) the early post-war period, extending from the Armistice to 
the fixing of Germany's total reparations indebtedness by the 
Reparations Commission Decision of April 27, 1921; (3) the later 
post-war period, extending from the afonanentioned decision of 
the R(‘parations Commission to th(^ stabilization which became 
effective about the end of 1923.^ 

The War Period 

Emergency Measures to Protect the Currency. Immediately upon 
the outbreak of the War, the Government took vigorous measures 

^ Cf., League of Nations, M cmorandum on Currency and Central Banks, 191S-1924f 
Vol. I, p. 120; and Young, John Parke, European Currency and Finance, Vol. I, 
pp. 387-390. 

2 Inasmuch as the deraanrations of these periods do not coincide with the begin- 
nings and endings of either calendar or fiscal years, and as much of the statistical 
material used is available only on a yearly basis, the divisions into periods cannot 
be followed rigidly in the discussion. There will always l>e a certain amount of 
overlapping, and, for the convenience of the readers, the figures for the overlapping 
years will be repeated, wherever comparable, in the tables that follow. 
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to protect the currency and to liquefy the assets of the Reichsbank. 
The convertibility of bank notes into gold was suspended. The 
exportation of gold was prohibited and the use of gold in the arts 
was narrowly restricted. By a decree of September 28, 1914, the 
Bundesrat declared invalid all transactions calling for payment 
in actual gold, and by a decTee of NovemlxT 23 it imposed hea\'y 
penalti('s upon anyoiK^ selling G(‘rman gold coin at a premium. 
Through app(‘als to national patriotism and in other ways, strenu- 
ous efforts w(T(‘ mad(‘ to bring into the vaults of the Reichsbank 
as much of thc' country's gold coin and bullion as possible. People 
who would })atrioli(*a,lly give up their gold ornamcaits to the 
Gov(‘rnment wen' gi\(‘n a iiKmorial medal, bearing tlie legend: 

“Gold I gave to defend my country, 

Iron I took for a badge of honour.” 

In the place of thn'c-narne bills (occasionally two-name) of 
90 days or less as cover for the Reichsbank’s not(^ issue, the 
R(‘ichsbank was authorized to substitute' Government Treasury 
notes and bills with maturities not exceeding three months. The 
5 per cent tax previously imposed on uncovered notes issued in 
excess of the normal Konting('nt was repealed, \vhile the cash 
reserve requirement against Ri'ichsbank notes which since 1909 
had been limited to gold was now “liberalized,” so as to include 
two forms of paper money issued by the Government; namely, 
the Reichskassc'nscheine previously mentioned, and a new form 
authorized to meet the war emergency and known as “Darlehns- 
kassenscheine” (Loan Bureau Notes). The Darlehnskassen or 
Loan Bun'aus were affiliated with the Reichsbank and under its 
administrative control. Th(*y wen' particularly concerned with the 
granting of credit to the smaller financial and business concerns 
and to individuals of moderate means. Their notes, the Darlehns- 
kass(‘nsch('ine, were issiu'd against the pledge of produce, merchan- 
dise, securities and other things of value. No gold cover was 
required for them. A legal authorization given to the Reichsbank 
to hold them like Reichskassenscheine as part of the cover for 
Reichsbank notes greatly facilitated the expansion of the note 
circulation. 

With the beginning of ihe War, the gold standard in Germany 
ceased to exist in fact, although for years it was retained in name 
and in the publicly expressed legal concepts of the Government. 
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Henceforth, for approximately ten years, Germany was on a 
fiduciary paper money standard. 

The Motive for Inflation Chiefly a Fiscal One. The principal 
reason for the initiation of this inflation policy and for its (con- 
tinuation during this long period was the fis(‘al one, the need of 
the GoA^ernment to obtain the vast nweniu's required for financing 
the War and for meeting the extraordinary government expenses 
of the early post-war years with a minimum of resistance on the 
part of the Giaanan public. It was an application of the principle, 
which a great French statesman applied to taxation when he said: 
‘^The g(aitle art of taxation is to pluck the maximum amount of 
feathers from the goose with the minimum amount of squawking.” 
It was the old story of exploiting th(‘ monetary function of gov- 
ernment — that is, the function of providing the public with a good 
medium of exchange — for the benefit of the fiscal function of 
providing the Government with an ad(‘quate revenue. 

The German authorities believed that the War would be short 
and they expected to saddle their war expenses ultimately upon a 
defeated enemy. It is usually difficult greatly to increase tax 
revenues in the early days of a war, w^hen the normal economic 
machinery of the country is being thrown out of order and large 
numbers of men are being withdrawn from their usual economic 
activities to enter the nation's fighting forces. Heavy iiixvts at 
such a time tend to dampen war enthusiasm. Recourse to foreign 
borrowing upon an extensive scale w^as impossible, for the magni- 
tude of the War grc^atly weakened Germany’s foreign credit. 
Domestic borrowing was the most promising immc'diate recourse 
for large sums. The extent of the revenues demanded and de- 
manded quickly, however, was so great that dependence upon 
domestic borrowing to obtain them n^quired an enormous expan- 
sion of circulating credit for the discount of Treasury bills at the 
Reichsbank. The expansion took place largely in the form of 
increased issues of Reichsbank notes and of giro or transfer cred- 
its at the Reichsbank. As a substitute for gold in the Reichsbank ’s 
reserves against these increased issues, the Reichsbank was au- 
thorized to use the newly created Treasury bills and notes previ- 
ously mentioned. 

With reference to this situation Hjalmar Schacht, President of 
the Reichsbank, said : * 

^ Schacht, The Stabilization of the Mark, pp. 14-15, 33-.’14. 
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‘‘The English people was prepared for financial as well as ])ersonal sacri- 
fice. The German i)eople, on the other hand, was given no such call to 
sacrifice by its officials. . . . Secretary of State Helfferich built up his 
entire system of war finance on the shifting sand of a personal belief in 
the rapid victory of Germany,'’ And again; The German war finance 
consisted mainly in the Reich satisfying its needs as they arose by the 
dis(;ount of Treasury bills and bonds at the Reichsbank, the floating 
debt thus incurred being funded (so far as possible) twice a year by the 
})ublic issue of long-term loans. . . . What the public at large, and all 
but a very few of the country’s economic leaders, failed adequately to 
appreciate was the fact that inflation on a heavy scale was the concomi- 
tant of the whole of this form of war finance.” 

The Fiscal Situation. The situation as regards national expen- 
ditur(‘s, borrowing and paper currency issues during this period 
is shown in the following tabk;: 

Table I. Expenditures, Tax Revenues, Borrowings and Paper 
C uRKENi'Y Issues of Reich, War Period 
(Billions of Marks) 


Fisr-Ai, Yeah 

HhiiivNiNi; 
.VpHII. 1 

— 

Expen 1)1- 

TUHEH — 
OUDINARY 
AND ExTHA- 
OHDINAHY “ 

Amount ok 
Tkkawuhy 
B iia^ Dis- 
counted AT 
End of 

Fisc al Yeah ^ 

Total Debt 
AT End ok 
Fiscal Yeah “ 

— 

Tax 

Revenues “ 
Including 
Customs 

Total 

Circulation 
OF Paper 
Currency 
(Other than 
Emergency 
Money) at 
End of 
Fiscal Year « 

1914 

9.6 

7.2 

17.0 

1.6 

6.6 

1915 

26.7 

8.6 

39.9 

1.1 

8.6 

1910 

28.8 

18.7 

69.2 

1.4 

12.9 

1917 

53.3 

33.4 

105.3 

3.1 

19.5 

1918 

48.1 

03.8 

156.5 

6.1 

37.1 ^ 

1919 

03.0 

91.0 

182.9 

13.6 

59.5 


^ StutiHtisrhes Reichsaint, StatisUaches Jahrbuch fiir das deutsche lirich, passim, 

'' Clernian Governineni, MaUrinl for a Study of Gtrmany’s Economy, Currency and Finance, 
1924. p. 63. 

StutiHtisfhes Reirlisamt. Zaldrn zur Gcldentwertunff in Deutschland 1!)14 his 1923, pp. 45 
and 46. 

‘'At this time the pap)er money circuhition i'onsist^d of M26,491 million Reichsbank notes, 
Ml 1,028 million DarlehnskaHHenscheiiie, M353 million Reichskaesenscheine, and M279 million 
private bunk notes, Zahlen zur Geldentwertuny in Deviachland 1914 bis 1923, p. 46. 


During the five years covered by the table, the Government's 
expenditures increased 556 per cent and its total debt 2,910 per 
cent. 

Expansion of Currency and Bank Credit. For this war period 
the amount of paper money in circulation (exclusive of emergency 
money) increase^d 1,274 per cent. In the interpretation of the 
figures here given the fact should be borne in mind that, at a 
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time like this one of pronounced inflation and rapidly rising prices, 
the velocities at which money and bank deposits circulate are 
greatly increased, so that a given volume of money or of bank 
deposits doc^s more' money work than in periods when the monetary 
unit is not depreciating.^ 

From the end of June, 1914, just prior to the outbreak of the 
War, to the end of Nov('mber, 1918, immediatel}^ after the Armis- 
tice, the amount of Govc^rninent Tn‘asury and commercial bills 
discounted and of advances made by the Rcnchsbank increased 
(in round numbers) from M 1,300,000,000 to M22, 100,000,000, 
and demand deposits of the Reichsbank increased from M858,- 
000,000 to M 10,683,000,000.2 The gold reserves of the Reichsbank 
and Darlehnskassen increased from Ml, 253, 000,000 to M2,308,- 
000 , 000 .’^ 

Shortly after the outbreak of the War, there was experienced a 
shortage of small coin and notes, particularly in connection with 
the needs of the army. This was met by the issue of an emergency 
currency, known as “Notgeld,” which was continued in increasing 
volume until long after th(' close of the War. The notes were 
covered by a blocked credit, for their full amount at the Reichs- 
bank. They were issued in small denominations varying from 
5 pfennig to 3 marks, and were {nit into circulation by a great 
variety of bodies, over 2,200 in number, including municipalities, 
districts, banks, (Tambers of Commerce and many industrial 
companies. They soon largely took the place of the fractional 
coins of silver, nickel and copper, which were early forced out of 
circulation.^ 

Depreciation of Mark. To what extent did the mark depreciate 
during the war period? Because of the absence of any free market 
for gold and of the non-existence of any de facto gold standard 
currency in the world during most of the period, and because of 
the extent to which prices were controlled in Germany and to 
which international trade and financial movements were restricted, 
it is impossible to obtain anything more than a very rough estimate 
of the fluctuations in the value of the mark. 

First, we may consider the value of the mark as measured by 

1 Cf.. infra, pp. 289, 293. 

2 Young, J. P., European Currency and Finance, Vol. I, pp. 526-527, 

3 Statistisohes Reichsamt, Znhlen zur Geldeniwertung in Deutschland 1914 tna 1923, 
pp. 49 and 51. 

* Cf., Schacht, The Stabilization of the Mark, pp. 24-25. 
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its purchasiiiK power in the eountries adjoining Germany that 
departed the least from the gold standard during these years. 

Table If. Fluctuations in Value of German Paper Mark 
Durino War Period 


Calknuah 

Vkau 

(u) 

Avkuaok Value of a “Golh 
Mahk” Abkoad in Tehmb of 
I’apek Maukb in Gkkmany “ 

(b) 

Value of 
U rm’H 
Guildek as 
Measubed by 
Its CrucHAS- 
I.NG PoWEll 
OVER Com- 
modities AT 
Wholesale 

IN 

Holland 

(c) 

Avkr.aoe 
Price in 
Paper Marks 
IN Germany 
OF What a 
Gold Mark 
Would Have 
Bought 
Abroad in 
1914 <= 

(d) 

Wholesale 

Prices 

IN 

Germany 
1914 = lOOd 

(1) 

Certuir. Euro- 
pean Countrie.H 
J an.— July 
1914 = 1.00 

(2) 

United 

•States 

1914 = 1.00 

1914 

1.00 

1.00 

1.00 

1.00 

100 

1915 

1.15 

1.14 

0.73 

1.58 

134 

191(> 

1.3G 

1.29 

0.47 

2.89 

144 

1917 

1.G8 

1.54 

0.38 

4.41 

169 

1918 

1 .G2 

1.41 

0.27 

G.15 1 

206 


" Fijcures represent monthly av’erage-s. I'hoae for Eiiropeiin rountries in Column (a) (l)have 
been obtiuiieci for the year 1914 by taiking um h baisin the mark exrhaiiiKe in Sto(;kholm, and for 
1915 tf) 1918 file mark exciiain^tes in Zurich and Amsterdam. C'ornputed from monthly hgures 
Kiven in MaUnnl for a Study of Germany's Economy, (’nrrcncy and Emnnce, prepared by the 
CJermun (iovernment, p. 60. Those for the United Stales have been adjusted to a 1914 base 
and are computed from figures given in Zahlcn zur Gchientwertung in Deutschland 1914 1923, 

Stati.stisches Iteu’li.samt, p. 5. 

The value of the Dutch guilder as given in this column has been computed from the oflRcial 
index number of wholesale prices in Hollaud as given in the Memorandum on Currency and 
Central Hanks, 1913 1924, Vol. 1, p. 198 (League of Nations). 

Inasmuch as the figures given in Column (a) (1) are partly based on Amsterdam exchange 
and partly on Zurich exchange, it would have been better, were the data available, to compute 
tlie figures in (\tlurnns (b) and (c) on the same bases of Zurich and Amsterdam, but data were 
not available for such a computation, so that the ligures used are based upon the price indices 
of Holland alone. The discrepancy is probably not important in a rough estimate like the 
present one, since throughout the period covered bv the table exchange l)etween Switzerland 
and Amsterdam showed no wide variations. Cf.. Federal Reserve Bulletin, June, 1919, p. 552. 

^ These index numbers cover 38 commodities. The official tigvires which are on the 1913 base 
have been adjusted to the 1914 base. Cf., Young, I, p. 530. 


Column (a) shows the value in terms of German paper marks 
of the amount of gold contained in a gold mark (1) in Holland and 
Switzerland, and (2) in the United States, on the assumption that 
the currencies of these three countries were at an approximate 
parity with gold. Column (b) shows the rate of depreciation in the 
purchasing power of the Dutch guilder in Holland. And Column 
(c), on the basis of the figures contained in Columns (a) (1) and 
(b), shows the average price in terms of paper marks in Germany 
of the quantity of goods that the gold in a gold mark would have 
bought in Holland in the year 1914, The figures show a continual 
depreciation in the external value of the paper mark during the 
war period, whether that value is measured in terms of gold or 
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in terms of purchasing power abroad. Its purchasing power in 
Holland in 1918 was approximately one-sixth of what it was in 

1914. 

Turning from the external value of the paper mark to the 
internal value, as measured by the movements of the wholesale 
j)rices of the 38 commodities covered by the German Govern- 
ment's index number, we find a rise in the price level from 100 to 
206, registering a (h'prc'ciation in th(‘ internal value of the paper 
mark of a little ov('r oiK'-half. During the war period, therefore, 
th(‘ mark maintained its value at home much better than abroad — 
a situation tliat will b(' found to a})ply during most of the subse- 
qinait history of inflation, and which existed in other countries 
vith inflated currencies during the War and the early post-war 
years. ^ 

Retail Prices, Rents and Wages. Idttle information of a quanti- 
tative character can be given concerning the movements of retail 
prices, rents and wages during the war period; but there is con- 
siderable useful information concerning these movements for the 
latter years of th(‘ inflation. Although there do not exist any com- 
prehensive index numb(‘rs for retail prices “ or rents in Germany for 
the war years, it is clear that the movememts in these items, which 
becam(‘ pronounced when inflation later assumed extreme forms, 
had their b(‘ginnings in the war yc^ars of moderate inflation and in 
the main were different from the later movements more in degree 
than in kind. 

The table on page 279, showing the movements of real wages — 
that is, wages in t('rms of purchasing power over the cost of liv- 
ing — for a few groups of laborers and government officials during 
th(‘ war pc'riod will give a rough suggestion of what probably hap- 
pened to the (‘arnings of other groups of working people. 

It will ])c noted that every class of labor suffered heavily in its 
earnings during this period. J']ach class had received substantial 
increase's in money wages, but for no class was the increase suffi- 
cit'nt to compensate' fe)r the rise in the cost of living. 

1 For valuable discussions of this subject, and of the concept of “purchasing 
power parity’’ which is involved, see. Young, .f. P., European Currency and Finance, 
VoL I, pp. 36-39, 411-417; and Graham, Frank D., Exchange, Prices, and Produc- 
tion in Hyper-Inflation: Germany, 1920-1023, Cdiaps. 4, 5 and 6. 

^ The average retail pritre of rye bread in Berlin rose 69 per cent from 1914 to 

1915, and that of shoulder of beef rose 146 per cent. Statistisches Reichsamt, 
Zahlen zur Geldentwertung in Deutschland IOI 4 bis 1923, p. 34. 
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Table III. Movements of Real Wages op Certain Classes 
OF Labor During War Period^ 

1913 = 100 


Calendar 
Y E>AK 

InI> 178TRIAL 
LAnOREItS IN (iov’T 
Raiiavay Service 

Minerh 

AND 

Mine 
Hklperh 
IN Ruhr 

ItEGION 

Printers 

Officials of Nat’l Gov’t — 
(Married) 

Skilled 

Unskilled 

High 

Class 

Middle 

Class 

Subordi- 
nate Class 

1913 

100 

UK) 

100 

100 

UK) 

100 

100 

1914 

97 

97 

93 

97 

97 

97 

97 

1915 

80 

81 

81 

77 

77 

77 

77 

1910 

69 

74 

74 

01 

59 

59 

59 

1917 

04 

74 

03 

49 

43 

49 

54 

1918 

83 

100 

04 

54 

47 

55 

70 


T}i(‘ drafting of men into military service and the feverish de- 
mand for war supplies incn'ased the demand for labor and reduced 
the volume of umunployment; hut inflation cut deeply into the 
earnings of the laboring classes. Skilled labor was in relatively less 
demand than uiiskilhal and its real wages fell more rapidly. The 
real wages of government officials show(‘d a great declines, and the 
higher the class of the officials, th(‘ greater was the rate of decline. 

Government Control of Frieen and Rents. Ilie lag in the rise of 
retail prices and rents as compared with whok'sale prices under war- 
time inflation was in part du(‘ to the Government’s effiorts to re- 
strain advances in the cost of living — efforts which are described 
by Dr. Schaeflit as follows: ’ 

“On August 4, 1914, the first legislation was passed for the control of 
prices, the ( loverninent being empowered to fix maximum prices in the 
case of certain commodities, notably food and fodder stuffs, raw ma- 
terials and heating and lighting materials, with penalties for exceeding 
the limits fixed. This measure was followed by a number of others giving 
the Government the right to commandeer for its own purposes stocks of 
every kind, with the inevitable result that commodities were held back 
and concealed as much as possible, making new measures of compulsion 
necessary. The control and the penalties had continually to be made 
more severe. Smuggling became more and more prevalent and neces- 
sitated fresh counter-measures.” 

Not only were the prices of many articles fixed officially during 
the War at rates far below what they otherwise would have been in 

1 These figures (which are given to the nearest percentage) represent the pur- 
chasing power of the money wages paid, calculated on the basis of a rough cost of 
living index. Statistisches Reichsamt, Zahlcn zur Geldentwertung in Deutschland 
1914 his 1923, pp. 40, 41 and 43. 

2 Schacht, The StahilizaXion of the Mark, p. 20. 
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a free market, but the supplies of the goods themselves were ra- 
tioned to the public.^ House rents were controlled and tenants 
were j)rote(*ted from eviction if they paid the rents that were fixed 
by governmental authorities, rents that were raised slowly as in- 
flation progressed, but which alw^ays lagged far behind the rate 
at which the mark had depreciated. 

The Early Post-War Period 

The second, or early post-w^ar, period of Germany’s inflation 
history may be passed over briefly. According to the division we 
have made of the period covered by German inflation, this second 
period extended from the Armisti(‘e until April 27, 1921, wh('n the 
Reparations Commission gave the people of Germany a terrific 
shock by fixing the amount of Germany’s ind(i)t(‘dness at the 
staggering sum of 132 billion gold marks. Shortly after the spring 
of 1921, the mark entered upon a rapidly accelerating rate of de- 
preciation. 

This w^as a period of small crops, great economic and political 
disorganization, and of business dejiression. Th(^ political events in 
Germany for these two and a half years were of gn^ater significance* 
than tlu; economic. They includ(*d the signing of tlu* IVeaty of 
Versailles on June 28, 1919, wdiicli, among the many penalties it 
imposed, deprived (Germany of all her colonies and of about 10 
per cent of her European territory and 13 per cent of her popula- 
tion in Europe. It called upon Germany to pay to the Allies dam- 
ages to an amount subsequently to be determiiKHl by a Reparations 
Commission, and provided that “in order to enable the allied and 
associated Powers to proceed at once to the restoration of their 
industrial and economic life, pending the full determination of their 
claims, Germany shall pay . . . during 1919, 1920, and the first 
four months of 1921, the equivalent of 20,000,000,000 gold marks.” 
This period also covered the establishment of the German Republic, 
the adoption of th(i Weimar Constitution, the First Brussels Con- 
ference, the Spa Conference, the dispute between Germany and the 
Allies over the coal deliveries demanded of Germany and over the 
alleged failure of Germany to meet other payments which were 
required by the Treaty, with the accompanying threat of “sanc- 
tions,” including that of occupying further German territory. 

1 The principal foodstuffs would doubtless have been rationed even had there 
been no inflation, for during this period there was an actual shortage due in large 
part to causes other than inflation. 
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Volume of Fiscal Operations of the Government and Paper Money 
Issiies. Table IV which follows shows for these early post-war 
years the volume of government expenditures, government debt 
and paper money circulation. The figures an^ comparable with 
those given in Table I (p. 275) for the war pt'riod. 

Table IV. Expenditures, Tax Revenues, Borrowings and Paper 
Currency Issues of Reich, 191 9-1 921 
(Billions of Marks) 


Fiscal Yeah 
Beoinninc 
April 1 

Expendi- 
tures — 
Ordinary 
AND Extraor- 
DINAKV “ 

Amount of 
Treasury 
Bills Ois- 

COl’NTED AT 

End ok 
Flscal Yeah'* 

Total Debt 
at End of 
Fiscal Y ear " 

Tax 

Revenues “ 
IvCLtrDIN(3 
CUOTOMH 

Total Circu- 
lation OF 
Paper Cur- 
UKNCY (Other 
THAN Emkr- 

OENCY 

Money) at 
End of 
Fiscal Y ear ^ 

1919 

03 

92 

183 

13.0 

59 

1920 

145 

100 

249 

39.0 

80 

1921 

299 

272 

338 

80.2 

140 


^ Statist, i.sclieH Jieiohsaint, SUittniiarhf-H Jahrbnch /?ir (hix draturhc Hcich, pasnim. 

* (jeriiian Ooverniiient, Material for Study of Germany’s Economy, Currency and Finance, 
1924. p. tW. 

Statistischea Reichaaiiit, Zalden zur Geldentwertung tn Deutschland 1914 bis 19dS, p. 46. 


A reference to the table will show that discounts of Treasury bills 
at the Reichsbank and oUkt public debt flotations contimu'd the 
strong upward rnoviancait that characterizi^d the war pi^riod, and 
that the same was true of the paper money circulation. While the 
figures showing these increases appeared large at the time, they 
seem very small as we view them today in comparison with the 
astronomical figures r(*quir(‘d to express in terms of paper money 
the fiscal operations of the next period. 

Although the Government during these early post-war yi^ars 
continued to depimd for its income^ to a large extent on borrowing, 
it placed much mon^ reliance upon taxes than during the war 
period. The new Republican Government from the beginning 
enacted measures for increasing tax revenues. While it continued 
and even increased many of the excise taxes on consumption that 
had been imposed during the latter years of the War, it now paid 
particular attention to direct taxes. A Federal Tax Administration 
under the new Constitution was provided for in 1919. In July of 
that year customs duties were placed on a gold basis, an extraor- 
dinary tax levy had been imposed on corporations and a heavy tax 
had been laid on war profits. During the year a turnover tax and a 
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special capital levy had been decreed. Under Finance Minister 
Erzberger the tax system was thoroughly revised early in 1920, 
rates were increased, and th(^ control of taxation was largely taken 
from the State's and givc'ii to the Federal Government. Calculated 
on the cost of living index, 36 per cent of the government revenues 
for the fiscal yc'ar 1920-1921 wen' ri'ceive'd in the form of taxes. ^ 
The following tabk' covers material similar to that given for 
the war period in Table 11 (p. 277). It shows the movements in 
the valium of the? paper mark during the early post-war period as 
they are ('xpressed in the mark prices in Germany of gold in the 
United States, in tlie mark prices in Germany of goods in the 
American markc't and in th(‘ mark prices of goods in Germany. 
In othc'r words, it shows th(* change's in the' “extc'rnar’ and the 
“internaU’ value' of the mark, as they are expressed thre)ugh price 
moveme'uts in Germany and the United States and exchange 
rates betwe'en Be'rlin and New York. 


T.\I3le V. Fluctcations in Value of German Paper Mark 
DuRiNci Early Post-War Period, 1918-1921 


Cai.k.voar 

Yeah 

uo 

Average 
\'ae»7e of 
(loM) C'ON- 
tent ok Mark 
IN V. S. IN 
Term.s ok 
I’apkr Mark.s 

IN (lERMANY " 

1914 * 1.00 

fb) 

•Averacje 
Vam’k ok 
(loLU C’ON- 
TENT OK 

M\rk in 

r. s. ah 

M EAKITRED 
nr Pi'R- 
CHAKING 
Power of 
thu.i) Dol- 
lar OVER 
C'oMMOI>- 
ITIEM AT 
\N HOLE- 
HALE^ 

1914 = 1.00 

(c) 

External N ah'k ok 
Mark 

(d) 

Internal Value of 

M \RK 

1 


3 

4 

Avorane 
J'nce m 
Paper 
Marks of 
What Clold 
Content of 
a Mark 
W(mld 
Have 
Boimlit 
at Whole- 
sale in 

E. S. in 
1914 

1914 = 1.00 

Relative 
V'alue of 
J'ai)er 
Mark 
(Recipro- 
<‘al of 
Prei'cdiug 
Column) 

W^hole.sale 
Prices in 
Cermanv 
1914 = 1.00 

Relative 
Value of 
Paper 
Mark in 
Germany 
(Recipro- 
cal of 
Preceding 
Column) 

1918 

1 .407 

.520 

2.7 

.37 

2.1 

.48 

1919 

4.725 

.492 

9.4 

.11 

’ 3.9 

.25 

1920 

14.700 

.445 

33.2 

.03 

31 . () 

.032 

1921 

24.500 

.701 

35.0 

.029 

33.3 

.03 


“ Cf., StatiHtisrhes lieichHamt, ZaJden zur GeUtentwertunf] in Deutschland ldl4 his 1923, p. 6. 
^ Based on Bureau of Labor Statistics Index Number of Wholesale Prices. 


Starting with the Armisticti year 1918, we find that the price 
of gold in the United States in terms of German paper marks rose 
continually through these four years and was over 17 times as 

' Gorman Government, Material for a Study of Germany's Economy, Currency 
and Finance, p. 30. 




INFLATION IN GERMANY, 1914-1923 


283 


high in 1921 as in 1918; and that, while the mark price of gold 
was thus rising rapidly, the; value of gold itself (as measured by 
its purchasing power over commodities in the; United States) was 
itself continually changing, having declined moderately from 1918 
to 1920, and then advanced substantially in 1921. If one (considers 
the value of the gold mark in 1914 (as measun'd by its purchasing 
power) as 100 pfennig, both in the United States and in Germany, 
its relative values in terms of the pfcninig of 1914, during th(‘ years 
1918 to 1921, respectiv(4y, wmuld be for the external market, as 
shown in Column (c) (2) and for the German internal market as 
shown in Column (d) (2) . Abroad the paper mark w^as worth 37 
ph'imig in 1918 and 2.9 j)f(‘nnig in 1921, and at home it was w'orth 
48 ])fc‘nnig in 1918 and 3 j)tVmiig in 1921. Its depreciation abroad 
w’as always greater during this pt'riod than at home, although the 
difference^ was slight during the' last two yt'ars. 

The CW uf Living. As during lh(‘ war jH'riod, retail prices in 
gcaieral, rend and most other iteans entering dinadly into the cost 
of living lagg(‘d bediind whol(‘sal(‘ ])rices on tla^ rise'. lnd(;x numbers 
covering tlu'sc' items are* not available' for the' ye'ars 1918 and 1919; 
but tlu'y are available for a numb(‘r of the'in for ('h've'u months of 
the ye'ar 1920 and for all the year 1921. In the' following table the 
more important of the available' figure's are' summarize'd and 
brenight into e*e)mparison witli the wholesale j^rice^ figure's for the 
same period. 


Table VT. Chances in Cost of Livinc^ in Germany * 
1913-1914 = 1.00 


Calendak 

Year 

Foon, Heat, 
Light, 

Ceothincj and 
House 
Rent 

Food 

Clothing 

Rent 

Cost of 
Living 
(Exclusive 
or Rent) 

Wholesale 

Prices 

1920 

Feb.-Dee. 

10.4 

12.3 

! 18.8 

1.8 

13.1 

15.1 

1921 

13.4 

10.0 

22.3 

2.1 

10.8 

19.1 


It will be noted that the cost of living in general (Column 1) 
increased from 1914 to 1921 over thirteen-fold, but that the item 
of house rent only slightly more than doubled. Clothing, for which 
raw materials like cotton and wool were imported, in general rose 
considerably faster than food. The slow rates of advance for rents 

^ Computed from fiRuros given in Statistisjhes Reichaamt, Zahlen zur Geldentwer- 
tung in Deutschland 1914 his 1923, pp. 5 and 33. 
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and food are to be explained largely by the continuation of the 
policy of governmental control of rents and of th(‘ prices of some 
of the more important classes of food which was inaugurated 
during the WarJ 

Wages. Money wages during this p(Tiod continued to advance 
rapidly, but in diffc'n'iit classes of labor very imec]ually and irregu- 
larly, while the cost of living likewise, as we have si'en, moved 
strongly upward. The results, as regards real wages in the few 
wage groups for which figures are available, are shown in the 
following ta})le, in which the data covered by Table III (p. 279) 
are extended through 1921. 


Table VTl. Movements of llEAii Wages of Certain Classes 
OF Labor During Early Post-War I^eriod - 
1913 = 100 


Cai.kndar 

Year 

InDI’STRIAI. 

LAHoitKRs IN Gov’t 
Railway Service 

Minehh 

AM) 

Mink 
IIelckrh 
IV UcHR 
KEtilON 

Printers 

Ol'KKTALS OK Nat’I; Gov’t — 

(M AKHIKO) 

High 

Clu.ss 

.Middle 

Glass 

Subordi- 
nate Class 

Skilled 

Unskilled 

191cS 

83.3 

99.8 

63.7 

54.1 

46.8 

55.0 

f)9.6 

1919 

92.2 

119.8 

82.4 

72.3 

40.2 

54.8 

89.3 

1920 

66.7 

89.1 

77.6 

60.8 

31.7 

43.9 

71.3 

1921 

74.5 

100.0 

89.1 

68.9 

39.3 

52.2 

98.8 


The practically (.‘ontinuous declim^ in real wages that (diarac- 
terized the war period canu' to an abrupt halt with the end of the 
War. In every wagii group rnentioiKHl th(‘ year 1918 showc^d a 
rise, and in all but the groups of high- and middki-class government 
officials the year 1919 showed a very substantial further ris(\ The 
real wagi's for every group decliiK'd sharjily in 1920 and then rose 
again in 1921. Every group except th(‘ unskilled laborers in the 
railway service and the lowc'st grade of government officials was 
substantially worse off in 1921 than it was at the beginning of the 
War and the group that suffered by far the most was that of the 
highest class of government officials. 

Unemployment. Labor during this period was on the whole 
about as fully employed as it w'as immediately preceding the War, 

^ Compare supra, pp. 279-280. From 1913 to November 1921 street car fares 
in Berlin increased ten-fold, third-class railway passenger fares in Germany six- 
and-a-half-fold, railway freight rates in general nearly fifteen-fold, and postage six- 
fold. Statistisches Reichsamt, Zahlen zur Geldentivertuno in Deutschland 1914 bis 
1923, pp. 3G and 37. 

2 This table is a continuation of Table III (p. 279) and the sources of the data 
there cited were used here. 
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according to the statistics of unemployment furnished by the 
trade unions. Of the 1920 situation the International Labour 
Office at Ch3neva said: 

“ as the relief granted to unemployed during that same year was 
considerably higher than before the war, the effects of unemployment 
on the aggregate income of the industrial j)opulation must have been 
much the same in these two |)eriods. In 1921 the percentage of im- 
emj)loyment was })ra(;tically the same as that recorded before the war.” ^ 

While the yc^ar 1920 in Germany was on the wliole a y(\ar of 
disorganization, th(' country suffered no such (‘economic collapse 
as did the United State's, hhigland and PVance under the influence 
of the great post-war deflation of that year. 

The Latter Post-War Period of Inflation 

We now conu' to the last period of German inflation. It bc'gan 
in the spring of 1921 with the fixing of German reparations at 
132 billion gold marks and (*nded with the rentcuimark stabilization 
which becaiiK' eff(‘ctive about the end of 1923. In contrast with 
the prec(‘diTig two p('riods in which the inflation was more' or less 
orderly and controlh^d, inflation during the grc'atcT part of this 
period was wild and it finally assumed pro]:)ortions nev('r before 
known in the world’s monetary history. This was a period in 
which th(' economic and financial life of Germany was dominated 
by the pressure of her ('rst while enemi('s, to ('xact from her a pre- 
posterous amount of reparations, a pressure which n^aclu'd its 
extreme form in the occupation of the Ruhr by Fnaich and Belgian 
troops in January, 1923. This j^eriod witn(‘ssed th(‘ Setamd and 
Third London Gonfercuicc's, tlie unfav orable R(‘port to tlu^ Repara- 
tions Gominission of th(‘ ( 'ornmittee of foreign ('xperts and bankers 
to (^oiisidc'r a forcagii loan to Germany, and the Report of the 
Committ(‘e of forc'ign private experts called by Germany to make 
recommendations on the stabilization of the mark. The end of 
the period saw the making of the definitive arrangements for the 
Dawes Committee and the McKenna Committee of foreign experts, 
to study and report on the subjects of the balancing of the Ge^rman 
budget and the stabilization of the currency, and to investigate 
the amount of German capital exported and possible methods of 
bringing it back. 

’ Intornational Labour Office, The Workers Standard of Life in Countries with 
Depreciated Currency, pp. 20-22. 
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This period is so short and during it inflation progressed so 
rapidl}^ that, in so far as the figures are available, the quantitative 
data concerning it are better presented by months than by years. 

Volume of Governmcnf s Fi.scal Operations. First, we may exam- 
ine the mov('ment of government expenditures, government in- 
debtediu'ss and tax revenues, exteaiding through 1923 the annual 
figures giveai for the years 1914-1921 in Tables I and IV.^ 


Table VIII. Expendituueb, Tax Revenues and Borrowings of 
Reich, Fiscal Years 1921-1923 
(Billions of Marks) 


Fiscal 

Year 

Begin- 

NING 

April 1 

Fxpendxtureh 
“ Ordinary and 
Kxtraor- 

Dl.NAHY “ 

Amount of Treahuuy 
IHllh Oihcounted uy 

iiEK'HSBANK AT EnD 

OK Fiscal Yeah * 

I'oTAL Debt 

End of Fiscal Year “ 

Tax 

Revenues 
Including 
ClTHTOMS ® 

1921 

1922 
1923 

299 

8,294 

48,725,711 

272 

(),()()! 

191,580,465,422 ^ 

338 

6,661 

2,630,000,000,000 " 

80 

913 

5,057 


“ Statistiaches Jahrfmch, 1923, pp. 356-357. 

** Gerniau (lovernnient, Material fur a Study of Germany's Economy, Currency and Finance, 
p. 63. 

' Statustisrhes Jahrhurh, 1923, pp. 351-352. 

^ This figure is for November 15, 1923, the latest date in the fiscal year 1923 for which these 
data are available in terms of the old marks. 

* This is the debt .a-s of the end of the fiscal year 1923 (March 31, 1924), expre.ssed in terms 
of the old marks at the official rate of conversion of a trillion to one. 

The stupendous growth of Germany \s expenditures during this 
period from approximately 300 billion paper marks in 1921 to 
nearly 49 quadrillion marks in 1923 was, to a large extemt, due to 
the expense of financing ‘'passive resistance’^ in the Ruhr and 
to the reparations payments Germany was required to make un- 
der the Treaty of Versailles. The payments were made by the 
Government mostly in gold, foreign currency credit and goods. 

The gold itself and the bank notes and other bank credit used 
for buying foreign currency, for buying other gold and for buying 
the goods were obtaiiK'd largely from the Reichsbank by means of 
loans. The gold withdrawn directly from the Reichsbank reduced 
its gold reserves, and the balance of the loans obtained by the 
Government from the Reichsbank took the form chiefly of Reichs- 
bank note issues. Broadly speaking, the more the Government 
borrowed, the larger the note issues, and the larger the note issues, 
the higher the price of the gold, of the foreign currencies and of 

‘ Supra, pp. 275 and 2S1. The figures for circulation of paper currency given in 
these preceding tables are not included here, but are given in greater detail in 
Table IX, p. 2S8. 
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the goods the Government was required to deliver to the Allies; 
while the higher the prie(‘s of these means of making reparations 
payments, the more th(i Government needed to borrow and the 
larger the volume of R(achsbank notes issued. Although un- 
doubtedly Germany would have inflated her currency substantially 
during th(vsci years, eveai had there hoen no heavy reparation 
charges — economic rehabilitation in the unsettled economic and 
political conditions of the time would have forced it — there is no 
question but that the enormous proportions which the inflation 
of these 3 ^ears assumed were, to a large extent, due to the demands 
for reparations payments. 

Paper Moneij Circulation and Gold Reserves. The increase in the 
volume of the paper money circulation and the changes in its gold 
value, togeth(^r with th(' changes in the gold reserves, arc shown 
in the tables on page 288. 

These figures will be considered primarily with reference to 
their relationsliip to the contemporary movements of prices and 
wages shown in the next table (Table X), and the interpretation 
of them will, then'fore, be postpoiu'd largely until later. In passing, 
however, a few significant facts may l>e noted. 

The volume of the circulation did not run away wildly until 
about th(‘ time of the Ruhr occupation at the beginning of 1923, 
when Germany became desperate. The trillion magnitude was 
reached in December, 1922, the quadrillion in September, 1923 and 
the quintillion in October. 

From February, 1921 to November, 1922, the gold value of the 
total amount of paper money in circulation, as measured by ex- 
change rates in Berlin on New York, or by the purchasing power 
parity with the United States, fell almost continually. After 
November, 1922, it moved irregularly, but by December, 1923, 
when the volume of the circulation was at its maximum of 496.6 
quintillion marks, the gold value stood at next to the lowest figure 
of any month for the thn^e years. Here we see the phenomenon 
of so-called “hyper-in flatioiU' — a phenomenon frequently found 
in other countries that have had heavy inflation ^ — where the 
value of the total volume of paper money in circulation becomes 
Icvss and less as the volume increases. As measured by Berlin- 

^ For another interesting case of hyper-inflation, see the account of the Russian 
war-time experience given by S. S. Katzenellenbaum in his Russian Currency and 
Banking, 1914~^924 pp. 94-97. 



Table IX. Volume of Paper Money in Circulation, Its Total 
Gold Value, and Gold Reserves 
Calendar Years 1921-1923 


Month 

“ P.vper-Money 

ClRtTTLATION 

(Billions of Marks) 

AvER.yOE 
ICxcHANOE Rates 
Berlin-New York 
((’ ents per Mark) 

Gold 
\'ALrE or 
Giro ELA- 
TION ON 

Basis ok 
Kxoh.woe 
Rates 
($000) 

Gold 
V'ai.ue or 
Pacer 
Money 
Giro ela- 
tion ON 
Basis ok 

PlJlRUIAH- 

INO Power 
Parities 
($000) 

'■ Gold 
Reserves 

OK 

Hek’hh- 

HANK 

AND 

Dar- 

LEIINSKAH- 
8EN tJoLD 

Marks 

($000) 

1921 

J an . 

78.5 

1.60 

1,256,000 

2,200,000 

1,091.6 

Feb. 

79.7 

1.64 

1,307 ,(KX) 

2,201,000 

1,091.6 

March 

80.1 

1.60 

1,281,500 

2.211,000 

1,091.6 

April 

80.9 

1.57 

1,270,000 

2,146,000 

1,091.6 

May 

81.4 

1.63 

1,327,000 

2,1.51,000 

1,091.6 

June 

84.6 

1.44 

l,218,0tX) 

2,089,500 

1,091.6 

July 

86.3 

1.30 

1,122.0(X) 

2.028.(XX) 

1.091.6 

Aug. 

88.4 

1.19 

1,052,000 

1,557, (XX) 

1,023 7 

Sept. 

94.5 

0.96 

906,400 

1.531.000 

1,023.7 

Oct. 

99.4 

0.68 

676.000 

1.362,(X)0 

993.6 

Nov. 

108 8 

0.39 

424,3(X) 

1.067, 000 

993.7 

Dec. 

122.5 

0.53 

649,2(X) 

1,176,CXX) 

995.4 

1922 






Jan. 

123.9 

0.52 

644,200 

1.120,(XX) 

995.7 

Feb. 

128.5 

0.48 

617,400 

1.058,tXX) 

996.4 

March 

140.0 

1 0.36 

504,000 

866.000 

996.9 

April 

150.2 

f 0.35 

526,150 

813.(XX) 

1 ,000.9 

May 

162.0 

0.34 

5.50,800 

891, (XX) 

1,002.9 

June 

180.2 

0.32 

576,600 

9 19, (XX) 

1,003.9 

July 

202.6 

0.20 

405.200 

730,000 

l.(X)4.9 

Aug. 

25*2.2 

0.10 

252,200 

479,000 

1,(X)4.9 

Sept. 

331.9 

0.07 

232.350 

431.(XXJ 

1,004.9 

Oct. 

484.7 

0.03 

145,400 

291,000 

1,004.9 

Nov. 

769.5 

0.01 

76,950 

246,000 

1,004.8 

Dec. 

1,295.2 

0.01 

129,520 

324, 0(X) 

1,004.8 

1923 






Jan. 

T/ 1,999.6 

0.007 

140.(XX) 

264,900 

1,{X)4.8 

Feb. 

T 3,536.3 

0.004 

141,400 

235. 1(X) 

1,004.8 

March 

T 5,542.9 

0.005 

277,300 

427,2(X) 

1,004.8 

.April 

T 6,581.2 

0.004 

263,3(X) 

475,600 

919.9 

May 

T 8.609.7 

0.002 

172.200 

389.400 

757.9 

June 

T 17,340.5 

0.001 

173.400 

325, (XX) 

716.9 

July 

T 43,813.5 

0.000,300 

131.400 

209.700 

596.4 

Aug. 

T 668,702.6 

0.0(K),033,9(X) 

226,700 

263,200 

510.5 

Sept. 

Q / 28,244,405.8 

O.tKMJ.OOl ,880 

531,400 

432,400 

443.9 

Oct. 

Quin./ 2,504,955,700 0 

0 fK)0,(XK),068 

170,300 

128,300 

467.0 

Nov. 

•‘ 400,33S,326,4(K).0 

0.0(KJ,000.000,143 

172,100 

199,700 

467.0 

Dec. 

■‘ 496.585.345.900 0 

0.000.(KK).000,023 

114.2(X) 

141,600 

467.0'* 


“ These figures are fuken from Statist isrhes Reich.sanit, Zahlcii zur GddcntwfTtunfj in Dtufsch- 
Inrtil 1,914 192^, pn. 45-47. They iiirlude Keieh.sbaiik notes. Dzirlehnskassensrhezne, Keiehs- 

kas.sensoheine, and the notes of private bank.s, about of the total eonsistinR ctf Heichsbank 
notes in 1921. After that year the proportion of the zibove-inentioned notes other than Reichs- 
bauk notes wa.s nefj;liKible. The tiKures do not include Notjteld or any of the so-called “stable 
currencies.” 

YounK, European ('urrt ncp ami Finanrc, I, pp. 537 538. 

« This column gives in terms of T. S. dollars the value of the total paper mark circulation 
shown in Column (1), converted at the average exchange rate given m Column (2). 

This column has been I’alculated by raising the figures under the caption given by ^'oung 
which cover only Heichsbank nrite circulation bj- the percentage which the paper money cir- 
culation referred to in the first column exceeds the Reichsbank note circulation. The difference 
is negligible after 1922. 

* Statistisches Reichsamt, Znhlen zur Gehlentwertunu iu Deutschland 1.914 bis 1922, p. 53. 

f The T is for trillion, Q for quadrillion, and Quin, for quintillion, the letters designating the 
magnitude of the highest digits; thus the volume of paper money circulation for October, 1923 
is 2 quintillion, 504 quadrillion, etc. 

e ‘‘Purchasing power parities” here express the ratio of the price level in the United States 
to the price level in Germany, related to a given base year, and expressed in terms of the gold 

, , . , , j j 11 4 . 1 . index Number, U.S.A. X $0.2382 

par of exchange between t he mark and the dollar; thus, ; p- . 

Index Number, Germany 

* Figure is for November 15. 
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New York ('X(;hange rates, for example^, the 79.7 billion paper 
marks in circulation in February, 1921 were worth 1,307 million 
dollars, while the 496.6 quintillion paper marks in circulation in 
DecembcT, 1923 wore worth less than one-eleventh as much — 
namely, 114.2 million dollars. 

This extre^me rate' of depri^ciation is explainal^le largely by the 
increasing velocity of circulation. The money supply of a country, 
as previously explained (pp. 32 and 51-62), is a question not only of 
the nuinlxT of units in circulat ion, but also of the rates or velocities 
at which thc^ money circulates. When the mark began to depre- 
ciat(‘ rapidly Ix'cause the public lost faith in it, th(^ velocity of 
cir(!ulation was sped up. Everyone wanted to convert his money 
into goods and services as soon as possible, because its vafiie 
rapidly faded away whik' lu* held it. Dr. Hjalmar S(;hacht d('- 
scrib(is this situation, as it exisbxl in 1922, as follows: 

“The rush to get rid of cash as soon as possible further led to an ex- 
traordinary increase in the rapidity of the circulation of money. Every- 
one who had ])aymcnts to make, endeavoured to make them as quickly 
as possilde, before he could t)e caught by the depreciation. . . . Clearing 
(Giro) transactions were immensely extended at the expense of cash 
transactions, which were too slow. . . . The one idea was to dispose of 
them [the hank balances! as speedily as possible. Thus the State, the 
entrepreneur, and the j)rivate individual were all engaged in the strug- 
gle, each for himself, to escape the terrors of the inflation . . ^ 

An investigation made at the Reichsbank showed that, at the 
end of 1922, assuming 40 days as the approximate average tenure 
of bills discounted at the Reichsbank, the proceeds of such bills 
were used on an average during that 40-day period for 75 pay- 
ments. ^ Compare this wit h th(' averagf' annual velocity of circu- 
lation of demand deposits of 141 leading cities in the United States 
for the year 1922 of 46. 

Another fact worthy of mention here is, that, although the gold 
reserve of the Reichsbank and the Darlehnskassen tended down- 
ward during practically the entire three years and was less than 
half as much at the end of the period as at the beginning, the gold 
reserve in October and November, 1923 had a gold value between 
two and three times the gold value of all the paper money in 
circulation which it was supposed to support. In November, 1922 
this ratio had reached a peak of 13 to 1. 

^ Schacht, The Stabilization of the Mark, pp. (^S-69. 

2 Ibid., p. 75. 
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Prices, Rents and Wa{ies. We now turn to an examination of 
the effects of the extrem(‘ inflation during this period on prices, 
rents and wages. In a broad and g(‘neral way, these effects are 
shown in the following chart ^ and table. 

Inflation in Germany 

Exchange Rate of the Mark, Wholesale Prices and 
Volume op Circulating Medium, Jan., 1914~Dec., 1923 



1914 1915 1916 1917 1918 1919 1920 1921 1922 1923 

For the entire period up to September, 1923, the wholesale 
price index number lagged behind the mark price of dollar (‘xchange 
on the rise. In other words, for these thirty months, the mark 
depreciated more rapidly abroad in terms of gold than at home 

’ The chart, it will be observed, is drawn on a ratio scale, in which an equal 
vertical space is always given to the same percentage movement. F(jr example, a 
10 per cent rise from io to 11 covers an equal space with a 10 per cent rise from ten 
billion to eleven billion. Were the scale plotted on an arithmetic instead of a ratio 
scale, with the vertical distance from 1 to 10 that is used, the chart would have to be 
660 thousand miles high to carry the figures for December, 1923. 




Table X. Movementb of Prices, Cost op Living and Wages in 
Germany During Period of Greatest Inflation, 1921-1923 ^ 


Month 

Whoi.kmalk 
1'rickh 
19i:i = 1 

Cost of 
Living 
1913 = 1 

Wages 

Goveknment I ni>t:hthiai. 
Lmioreuh 

IllGHEU 

(iGVl.KN- 

MF,Nr 

Offigials 

Prices of 
Stocks 
1913 = 1 

Skilled 
191.3 = 1 

Lnskilled 
1913 - 1 

1921 







Jan. 

14.4 

11.8 

8.5 

11.4 

4.3 

2.8 

Fob. 

13.8 

11.5 

8.5 

11.4 

4.3 

2.0 

March 

13.4 

11.4 

8.5 

11.4 

4.3 

2.6 

April 

13.3 

11.3 

8.5 

11.4 

4.3 

2.7 

May 

13.1 

11.2 

8.5 

11.4 

4.3 

2.8 

Juno 

13.7 

11.7 

8.5 

11.4 

4.3 

3.0 

July 

14.3 

12.5 

8.5 

11.4 

4.3 

3.4 

Aur. 

19.2 

13.3 

9.9 

13.4 

4.9 

3.9 

Sept. 

20.7 

13.7 

9.9 

13.4 

4.9 

4.9 

Oct. 

24. () 

15.0 

14.0 

18.8 

8.1 

6.4 

Nov. 

34.2 

17.7 

14.0 

18.8 

8.1 

9.4 

Doc. 

34.9 

19.3 

14.0 

18.8 

8.1 

7.3 

1922 







Jan, 

36.0 

20.4 

15.1 

20.3 

8.3 

7.4 

Fob. 

41.1 

24.5 

15.1 

20.3 

8.3 

8.4 

March 

54.3 

29.0 

15.1 

20.3 

8.3 

9.9 

April 

03.5 

34.4 

21.8 

29.9 

10.2 

10.2 

May 

64.0 , 

38.0 

28.3 

38.4 

13.1 

8.7 

June 

70.3 

41.5 

33.9 

40.2 

16.0 

8.2 

July 

100.0 

53.9 

41.8 

50.9 

20.1 

9.0 

Aug. 

192.0 

77.0 

02.1 

85.3 

30.6 

11.6 

S(!pt. 

287.0 

133.2 

117.7 i 

101.4 

58.4 

12.6 

Oct. 

560.0 

220.7 

138.3 ' 

190.0 

80.0 

20.0 

Nov. 

1,151.0 

440.1 

241.7 

333.2 

137.7 

50.7 

Doc. 

1,474.8 

085.1 

400.0 

553.9 

227.8 

89.8 

1923 







Jan. 

2,785 

1,120 

043.8 

890.1 

372.6 

224 

Fob. 

5,585 

2,043 

1,343.1 

1,857.2 

783.2 

452 

March 

4,888 

2,854 

1,078.8 

2,321.5 

979.1 

336 

April 

5,212 

2,954 

1,078.8 

2,321.5 

979.1 

502 

May 

8,170 

3,810 

2,283.7 

3,152.9 

1,305.2 

951 

June 

19,385 

7,050 

6,002.4 

8,293-2 

3,421.1 

3,520 

July 

74,787 

37,051 

24,870 

34,492 

14,227 

13,493 

Aug. 

944,041 

580,045 

577,830 

799,156 

285,576 

124,743 


Millions 

Millions 

Millions 

Millions 

Millions 

Millions 

Sept. 

23.9 

15.0 

12.0 

10.6 

6.9 

5.3 


Billions 

Billions 

Billions 

Billions 

Billions 

Billions 

Oct. 

7.1 

3.7 

5.7 

7.8 

1.6 

1.7 

Nov. 

725.7 

657.0 

315.0 

402.2 

162.6 

236.8 

Doc. 

1,201.0 

1,247.0 

694.4 

789.9 

509.0 

268.9 


^ The figures given in this table are taken from Statistisches Reichsamt, Zahlen 
zuT Gelderdwertutig in Deutschland 1914 1923, p. 5. 
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in terms of commodities. During this period, except the early 
months of 1921, th(^ value of gold was fairly stable in the gold 
markets of the world and the purchasing power parity of the mark 
was continually above the mark\s foreign (^xc^hange value.’ The 
last four months of 1923, however, showed a more rapid depre- 
ciation of the mark at home than abroad. Foreigners at this 
time apparently had more confidence in the mark than the Ger- 
mans thems(‘lves had. 

The rates at which wholesale prices rose for different groups of 
commoditi(\s, e.g., agricultural products, minerals and manufac- 
tured products, varied widely, as likewise did the rate's of different 
commoditie's within the respective groups. This is a large subject, 
however, and the limits of space will not permit a further discussion 
of it here.*'^ 

The cost of living index, cove'ring food, house rent, heat, light 
and clothing, continually lagged bc'hind wholesale price's as the 
mark depreciateel, and the' exte'iit of the' lag which was mode'st at 
the beginning Ix'came large* in the.* latter part of 1921 and continued 
large until approximately the* time* of the* rentenmark stabilization 
of 1923, when it quickly disapp(*ar(*d. During the* last year and a 
half of this period of runaway inflation, house rents, which 
continue*d to be held eiown and rigidly controlled by governmental 
authority, became negligible in the working man’s buelget. It is 
doubtful, however, if working men gaine'd much 1 ) 3 ^ this practical 
elimination from the'ir budget of an item which normally con- 
stituted 10 to 15 per cent of the*ir expenditures. The re'ason is 
that wage scales at the time were pressing strongly on the mini- 
mum of subsistence* — an exemplification of the* old “iron law of 
wages” — with the n^sult that “as the cost of housing was gradually 
reduced, the^ part of wages intended to cover this expenditure 
similarly disappeared.” 

Velocities of Circulation. As the* cost of living rose, or, in other 
words, as the mark depreciated, at phenomenal rates, the public 
madly rushed to spend their money as rapidly as possible, in order 
to avoid seeing the little value it still had fade away in their hands. 
A friend of mine who lived in Berlin during the latter years of the 

1 Cf., Youtik, J. P., I, pp. 534-535. 

2 For detailed figures on this subject, cf., Statistisches Reichaamt, Zahlen zur 
Geldentwertung in DtutscMand 1914 fds 1923, pp. 23-32. 

^ International Labour Office, The Workers Standard of Life in Countries with 
Depredated Currency, Geneva, 1025, p. 36. 
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inflation told of the following personal experience in buying a pair 
of shoes. The prices quoted by the dealer at half-past nine in the 
morning was M3, 250,000 a pair. About not)n the dealer asked 
M7, 000, 000, and half an hour later M 14,000,000; but after a rather 
vigorous protest he sold for M 7,000,000. At tirn(\s when the 
mark was depreciating most rapidly, people in their desperate 
efforts ‘‘to sav(^ something from the wreck often bought goods 
they did not need. Such goods w(ire at least safer to hold than 
money, and it frequently happened that people could not buy the 
things th(‘y really wanted (luickly enough to save themselves. 
Commenting on a similar situation at about this time in Austria, 
while the crown was dc'pretaating precipitately, de Bordes says: 

‘'On days when there was a sharp rise in i)rices there would he a run on 
the shops. Prices would then increase from hour to hour, and the public 
were content to buy whatever they could lay their hands on. On such 
days one (;()uld witness ‘those ludicrous scenes in which some old bach- 
elor would be seen buying swaddling clothes, because the local shoj) had 
no other wares left for sale, or another would invest in four dozen tooth- 
brushes simply to get rid of his money by some means or other.’ ” * 

It was this speeding up of the velocities of the circulation of 
money and of deposits at th(‘ banks that explains th(‘ ratln^r un- 
usual situation discussc'd by Graham; that is, th(i general b'lidcncy 
up to the last few months of the post-war inflation for wholesale 
prices to advance more rapidly than the volume of the circulating 
medium itself.^ 

As we have seen, money depreciates when the supply of money 
and deposit currency increas(\s relatively to the demand; and the 
supply varies not only with the numb('r of units of the medium of 
exchange in circulation, but also with the velocities at which these 
units circulate. When, as a result of excessive issues, people once 
lose faith in their money, they “drop it ” at progressively increasing 
rates or velocities, with the result that prices rise faster than the 
increase in the volume of the circulating medium itself. The 
public in anticipating further rises in prices virtually discounts in 
advance prospectively increased issues of paper money and cir- 
culating bank credit, and this discounting is expressed in increased 
velocities. Speaking of this situation in Germany, as it existed 
after the summer of 1921, Graham says: ^ 

1 de Bordes, J. van Wair6, The Austrian Crown, p. 163. 

2 Compare Graham, op. cit., pp. 146-173. 

’ Ibid., pp. 163 and 115. 
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“The volume of circulating medium again caught up with internal prices 
in mid- 1921 but thereafter lagged far in the rear. The acceleration in the 
rate of monetary turnover increased })rices relative to the volume of 
circulating medium, the rising ])rices gave a further fillip to the rate of 
monetary turnover, this again affected prices, and so on. . . . [None 
the less] while the cause and effect relationship of rate of monetary turn- 
over and ])rices is one of interaction, and while jirices therefore do not 
resi)ond in nice symmetry with the volume of circulating nuHlium, there 
can be no doubt that the ultimate causal sequence runs from volume of 
money to prices.” 

Wages. Unfortunately, the wage statistics available' for this 
period an' very nu'ager and offer at best an oj^portuiiity for “sam- 
pling.” The figures cover wages for skilk'd and unskilled labor in 
the employment of the ImiK'dal (Tovernment, and the salaries of 
the higlu'i* administrative' e)ffieials e)f the^ Reach. 

The salarie^s of the highe'i* gove'rnment officials throughout the 
entire period lagge'el far be'hind the cost of living on the rise, and 
their “real wage's” for the last femr memths e)f 1923 varie'd roughly 
between one-fourth and erne-half e)f what they we're in 1913. The 
wages e)f skilk'd labe)r lagged substantially behind the' cejst e)f living 
until August, 1923, when they nearly e*aught up. At the' e'lid e)f 1923 
the re'al wagers of this group were only a little' e)ve^r half what the'y 
were in 1913. As for the' previeais period, the evidence is, that un- 
skilled labor fared much better than skilk'd labor. Wages of un- 
skilled labor and the cost of living advane'e^d some'thing like pari- 
passu throughout the' ye'ars 1921 and 1922. During the first five 
months of 1923, the' wages of this group lagged mode'rate'ly behind 
the cost of living, while during the last seven months of the year 
the w^age' inde;x numbe'r was highc'r than the cost of living index 
number in four months and lejwer in three. By and large, therefore, 
it may be said, that, frenn the standpeant of wages alone, unskilk'd 
labor probably eiiel not suffer during the last three years of the 
inflation. This favorable position of unskilled labor, however, as 
compared with skilk'd labor, was in part one of the social effects of 
the Revolution itself. 

Germany suffered no such catastrophic decline in business dur- 
ing the latter half of 1920 and the first half of 1921 as did the 
United States under the influence of the great post-war gold 
standard deflation of these months, and labor in Germany, there- 
fon^, did not suffc'r at that time from unemployment to any- 
thing like the extent that it did in the United States. Unem- 
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ployment, however, became much greah'r beginning about Oc- 
tober, 1923. 

The International Labour Office of the League of Nations, after 
citing figures for yearly average's of percentages of unemployment 
among trade unions for the years 1912-1924, says: 

. during the period 1920-1922 the intensity of unemplo 3 mient was 
not widely different from that which existed before the war. ... In 
1923 unemployment assumed much greater j)roportions. During the 
first half of the year the percentage of totally unemployed among trade 
unionists was not very high as yet, but for several months those par- 
tially unemployed represented about one-quarter of the membership. 
It was in the autumn that tfie crisis developed with full intensity, a 
quarter of the menil)ers being totally unemployed, and more than a 
third and vsornetimes «ven one-half on short time.” ^ 

One important reason why wage's laggf'd behind prices to such 
an extc'iit on the rise' was the fact that the wage scales for a large 
percentage of laborers in (h'rmany were fix('d for definite periods 
of time, by agrc'C'iiu'nts betw('('n employee's and ('inployers that 
wc're made' at varying intervals.^ The tende'ncy, the're'fore', was for 
wages te) re'rnaiii fixeel during the period cove'red l)y the wage agree- 
ment, while during that perie)d price's were cemtinually rising. To 
me'e't this difficulty, laborers demanded a pre)gressive' shortening 
of the period te) be covere'ei by wage agreements, and these de- 
mands were met, although with considerable resistance on the 
part of employers. The shorte'r the' period, he)wever, the more 
frequent we're' the disputes over wage agre'e'ments, the larger the 
number of strikes anel lockouts, and the greater the uncertainty of 
entrepreneurs over labor costs. When inflation was at its worst, 
prices rose' so rapidly that the depreciation of wages was greater 
ewen over these short pe'riods than it had previously been over the 
longer ones. 

^ International Labour Office, The Workers Standard of Life in Countries urith 
Depreciated (.urrency, pp. 21 and 22. 

2 “In the early post-war years the development of a system of regulation of the 
relations between employer and employed had t)rought the great majority of work- 
ers within the scope of agreements set up by collective bargaining between the 
organizations of employer and employee. The Minister of Labor might at any time 
declare such agreements compulsory upon the whole industry to which they applied. 
The i)rogressiv^e depreciation of the currency reejuired constant revision of the wage 
clauses of these agreements and led to elaboration of the machinery of adjustment 
along certain well-defined lines. 

“The sections of the agreements dealing exclusively with wages were gradually 
made subject to revision without affecting the operation of other sections . . .” 
Graham, op. cit., p. 90. 
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Another sort of loss to the laborers consisted in the fact, that 
wages earned in any given week would ordinarily be spent for the 
most part during the following week. As th(^ rate of dc'preciation 
increased, however, it became more and more common for laborers 
to spend the greater part of their pay on the day on which they 
received it. They lit(‘rally rushed to the stores to spend their 
money before its value faded away in their hands. This practice of 
buying in bulk to cover the needs of a week or more of time ob- 
viously (iould not be extended very far to cover perishable foods, 
and the situation was even worse “in the case of articles involving 
rather large expenditures (e.g., clothing, furniture), for which 
workers were in the habit of putting aside part of their weekly 
wage for some length of time.” ^ Because of the necessary delays 
between the time wages were received and the time they were 
spent, “the employer paid more wages than the workman really 
received.” ^ 

Devices to Protect the Worker from Undue Losses Arising from 
Inflation, Various other devices were employed to protect the 
worker from undue losses resulting from the rapid depreciation 
of the mark, among which may be mentioned cost of living 
allowances, sliding wage scales, so-call(‘d “family allowances,” 
and the payment of “stable money wages.” Some of the meas- 
ures of this type taken in the interest of the poorer classes, how- 
ever, were in part, at k^ast, economic results of the Revolution 
itself, and probably would have been taken even had there been 
no inflation. 

The cost of living allowance or bonus was extensively used dur- 
ing the War, and its use was continued in varying degrees through- 
out the period of the post-war inflation. The cost of living bonus, 
which was always looked upon as a temporary measure, was 
preferred by employers to increases in the regular wage rates, be- 
cause the bonuses would be less likely to become permanent. They 
would decline as the cost of living went down. Furthermore, they 
provided a method of automatically adjusting wages and therefore 
offered a means of avoiding “the lengthy and delicate negotiations 
involved in establishing new wage scales.” ® The bonuses were 
based upon an officially constructed cost of living index number 
calculated on a theoretical budget of a supposedly typical working- 
class family consisting of father, mother and three children. There 

* International Labour Office, op. cU., p. 57. * Ibid., p. 57. ^ Ibid., p. 48. 
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were continual disputes over the fairness of the cost of living index 
number. 

It was the usual practice to supplement the basic wage agreed 
upon for the particular wage group by a gc^neral cost of living bonus, 
and frequently then' were local supplements to the general cost of 
living bonus, rc'presenting adjustments to cost of living conditions 
peculiar to different localities. 

As inflation bec^ame more pronounced, the idea of a basic wage 
supplemented by a cost of living bonus developed into the practice 
of using sliding wage scales calculated according to various index 
numbers including those for cost of living, wholesale prices, dollar 
exchange rates and “the economic conditions'^ in the respective 
industries concerned,- Each plan had its advocates and its oppo- 
nents. Employers, in general, were opposed to basing wages en- 
tirely upon any such sliding scale. They argued that it would 
increase their cost of production and their risks, would weaken 
their power to compete with other countries in the world’s export 
markets and would accelerate the depreciation of the mark. An 
agreem(‘nt, involving a compromise, was reached in the sum- 
m(ir of 1923, according to which basic wages were to be fixed 
regularly at short intervals, with regard not only to the cost of 
living, but also to the general economic situation of th(^ industry 
concerned. 

The idea of “family allowances,” namely, of granting higher 
compc'iisation, in each particular labor group, for married men 
than for single men, and of making an additional allowance for 
children in a family, is an old one, but it was endowed with new 
interest by the inflation situation and by the social philosophy of 
th(' Revolution. The reduction of national income and the lag- 
gardly adjustment of wages to the rising cost of living under the 
influence of inflation were driving many kinds of laborers to the 
subsistence minimum. To protect those with dependents, who 
were thus being forced over the margin, such family allowances 
were advocated. Cost of living bonuses were sometimes propor- 
tionate to the number of dependents, and in some cases the basic 
wage itself was made larger for married workers than for single 
ones. One result of this latter practice was a tendency for employers 
to replace married men by bachelors. In general, the system was 
not popular among the workers and, although found to some ex- 
tent in the majority of industries, it was not widely adopted 
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and the scale of extra allowances to persons with dependents 
was usually low. 

The next device mentioned al)ov(% namely, the paymimt of 
wag(‘S on a so-called ‘‘stal)le money basis,” marks tlie beginning 
of the end of the inflation. It was in reality a long forward step 
toward stabilization. The custom had prt'vailed for some time 
among business housi's doing extiaisive busiiK‘Ss abroad of keeping 
their accounts in some “stable” foreign curnaicy, su(*h as the 
Swiss franc, the Dutch guildf'r or the United States dollar, and of 
making and receiving payments largely in pajxT marks at the 
current rate of exchaiig(‘ of the day the payment was made. Insur- 
ance companies had rc'ceived the legal authority to keep all their 
accounts on a gold basis. Rc'tailers, howc'vc'r, were prohibited by 
law under hc'avy penalty from quoting their prices in anything but 
paper marks. Many of them, however, during tlu' last five or six 
months of 1923 kept their accounts with some “stable;” foreign 
money unit and variexl the ])rices in paper marks at which they 
sold the merchandise at fnapuait intervals with the fluctuations in 
mark exchange with this “stable” fonagn unit. During October 
and November such price change's we're' often made seweral time's a 
day. Wage payrne'iits on such a gold basis be‘e*ame' common during 
the latter jmrt of 1923. The arrangeme'iit ofte'ii consisted in mak- 
ing wage agreeme'iits in terms of semie “stable” me)netary unit and 
then e)f paying the wages the'mse;lve's eithe'r in pape'i* marks at the 
current rate of e;xchange of the' “stable” unit e*hosen or j)artly in 
paper marks and partly in the “stable; ” unit itself. As the Interna- 
tional Labour Office says, this involved 

“the accejitance in princi})le of the dissociation of the two functions of 
money, as a standard of value and as a medium of exchange. Owing to 
its remarkably rapid depreciation, the pa])ei' mark was incajjable of 
fulfilling the first-named function, which was therefore conferred on 
another monetary unit. The paper mark was retained as a medium of 
exchange. . . ^ 

Even before the establishment of the rentenmark, there ap- 
peared in Germany certain forms of “stable ” money currency that 
were used to some extent for the payment of wages. The Govern- 
ment itself had issued a loan on a gold value basis, and part of the 
bonds representing this loan were put out in small denominations, 

^ International Labour Office, op. cU., p. 74, 



INFLATION IN GERMANY, 1914-1923 299 

running as low as one-tenth of a dollar. Authority was given to 
use these obligations as a medium of exchange. 

“Afterwards, the pr()\'mces, towns, chambers of commerce and large 
industrial concerns were allowed to issue emergency gold mark notes. 
This emergency money had to be covered by the issuing parties by 
dei)ositing gold loan bonds of high denomination. Later on, gold loan 
bonds being scarce, permission was given to cover the issues by 6 per 
cent. Reich Treasury bills made out in gold.” * 

Other issiKis of stable (‘inergency curnmeies based on gold were 
made by the Gt'rrnaii railways, by certain banks and by some 
eight German provinc(\s. All of these various kinds of “cur- 
rencies,” some of th(‘m bearing inter(‘st, were used in the latter 
part of 1923 to somo extent in making wage payments. 

hifiation and Debts. On(‘ of the outstanding effects of the 
inflation was the extent to which it wiped out the debts of th(^ 
German Government, German corporations and the German 
pc'ople in general. All debts (until near th(^ (aid of the inflation) 
wen? payable, principal and int(?rest, in the depreciated mark. 
The extent of the loss to the? creditor and of th(‘ gain to th(? d(?btor 
in ('ach case, of course', depended upon the rate* at which the mark 
depreciated between th(? date on which a loan was made and the 
date upon which it was paid. In the case of long-time bonds, notes 
and similar obligations issued before' the? War and becoming pay- 
able in 1923 at the time eif gn'atest inflation, the loss to the? creditor 
was the great(?st, for the value of the principal of the loans paid at 
maturity was negligible, while the value of the regular interest pay- 
ments pre'ce'ding final settleme'iit had de'clined as the mark de?- 
preciated. In the' cases of loans with short maturities, the losses of 
the creditors were not proportionately so great, although (?ven here 
creditors ofte'n lost nearly e've'rything on leians that were made and 
repaid during the latter months of the inflation period.^ 

The total funded debt of the Reich immediately be^fore the 

‘ German Government, Material for a Study of Germeimjs Economy, Currency and 
Finance, p. 68. 

2 In the summer of 1925 there was enacted a complicated revalorization law 
(Aufwertungsgesetz), which provided for the restoration in gold values of certain 
small licrcentages of difTerent kinds of long-time obligations, such as bonds, deben- 
tures, mortgages, savings bank deposits and insuram^e policies, the values of which 
had been destroyed by the inflation. This law was put into effect with widely vary- 
ing degrees of success among different classes of obligations. The story of how it 
worked does not fall within the scope of this study. Vide Viscount d’Abernon, 
"German Currency — Its f^ollapse and Recovery, 1920—6,” Journal of Royal Slaiisti- 
cal Society, January, 1927, pp. 38 and 39. 
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War was about five billion marks, or, say, approximately 1,250 mil- 
lion dollars. This amount of indebtedness could be paid in full the 
latter part of 1923 by the number of paper marks that one could 
buy with one-eighth of one cent United States currency. The 
entire mortgage indebtedness of the German people, which was 
estimated to amount to approximabdy 40 billion marks in 1913, 
could have been paid off in November, 1923 with one American 
cent. 

As the mark depreciated, the creditor classes were naturally 
loss and less willing to lend, while the debtor classes, or, more 
correctly, practically all classes, were mon^ and more desirous of 
borrowing.' This pushed up interest rates, which often reached 
very high figures, but, when inflation was at its worst, the highest 
interest rates charged rarely compensated the creditor for the 
loss of the n^al value of the principal. Many merchants and 
manufacturers, and particularly the so-called larg(‘ industrialists 
of which th(i leader was Hugo Stinnes, mad(' it a practice to borrow 
to the limit of their ability during the latter years of th(i inflation, 
making the maturities of their loans as long as possible and con- 
tinually making repay rmaits in less valuable marks than they 
borrowt^l. Farmers and urban home owners paid off their mort- 
gages at the cost of a few days^ labor or a few bushels of grain. 
But what the debtor gained, the creditor lost, and the creditors 
were often the most worthy classes in the community, as, for 
example, the small investors who had put their life savings in 
government bonds or in the bonds of the large corporations, the 
middle-class clerk or artisan with a savings bank account, the 
owner of a life insurance policy upon which premiums had been 
paid for many years, ^ or the widow or orphan living upon the 
income from trust funds invested in bonds and mortgages. The 

1 During the year 1923, when the public began to believe that there were some 
prospects of an early stabilization with a possible increase in the value of the mark, 
the statement made a century and a half before by John Witherspoon concerning 
the American continental currency was said to have applied in Germany ; “ Creditors 
were seen running away from debtors and debtors pursuing them in triumph and 
paying them without mercy.” 

2 The revalorization plan of 1925 provided for the revaluation of the claims of 
holders of life insurance policies. The assets of the different life insurance com- 
panies were to be handed over to a trustee. They were to constitute for each 
company a revalorization fund (Aufwertungsstock). The revaluation of the poli- 
cies was to be made in proportion to the available funds of the Augwertungs- 
stock. According to a statement of the governmental office which controlled private 
life insurance, the policies of different companies were revalued at rates varying 
from 12 to 163>^ per cent. Magazin der Wirtschaft, Feb. 9, 1928, p. 215. 
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savings of theses people were practically wiped out, as well as 
those of the wealthier classes. This was not a destruction of wealth, 
but a change in ownership, a blind and ruthless roi)bing of one 
class of people in Germany for the benefit of another class, with- 
out any regard to the merits of the persons concerned. Most of 
the debts thus wipc'd out were debts of Germans to Germans and 
their practical cancellation, therefore, did not change the total 
wealth of Germany. A few of the debts, however, represented 
loans to Germans made by foreigners. Many represented specula- 
tive purchases by foreigners of German paper money. In these 
latter cases the foreigners lost and the Germans gained. 

The virtual cancellation of the internal debts of German gov- 
ernmental units reduced the taxes which Germans had to pay for 
the support of the Govcirnment, but it likewise reduced the ability 
of thousands of Germans to pay taxes b(‘causc it destroyed the 
value of their investments in government securities. 

Bond Prices, Short-time government paper, which was held in 
large volume by the Reichsbank as siaairity for Reichsbank notes, 
was maintained at practical parity throughout the inflation. Long- 
time bonds of th(' National Governimait declined somewhat but 
the decline was not great. G(;rman Government 4 per cents, for 
example, stood at 87 in January, 1922, taking the 1913 price as 100. 
They then advanced to parity by S(*ptember. At the end of the 
year 1922, however, rumors b(‘came common that in case of 
stabilization the Government was likely to show special considera- 
tion to the holders of these bonds. A strong demand for them 
developed both in Germany and abroad — at the rat(\s of exchange 
then prevailing an AiiK^rican dollar would buy an enormous volume 
of these' bonds — and for a few months the prices soared to extrava- 
gant figures. The rumor proved to be false and the prices later 
collapsed. In gemeral, high-grade bonds in Germany, corporate 
as well as governmental, maintained their prices fairly well during 
the inflation in terms of marks, but the value of the mark in 
which they were payable faded into nothingness. The owner of 
the bonds kept the bottles, but the wine rapidly leaked out. The 
prices of these bonds in general did not greatly decline, but the 
prices of evc^ry thing else rose and rose astronomically, leaving them 
far behind.^ 

1 Information (concerning bond prices will be found in Statistisches Reichsamt, 
Wirtschajl and SL^itislick, passim. 
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Inflation and the Corporation Stockholder. While, generally 
speaking, creditors suffered hea\^ lessees and debtors realized 
large gains from the inflation, even aftc^r full allowance is made 
for the adjustments under the revalorization law of 1925,^ there 
were wide differences in the extent of th(' losses and gains ulti- 
mately realized by diff(‘reiit classes of enniitors and debtors. In 
this connection, the experiences of one large class of debtors were 
of a character somewhat different than would ordinarily b(‘ (^x- 
pt‘cted. I refer to the stockholders of th(^ large industrial corpora- 
tions. Most of th(‘S(' corporations had obtained their capital 
through the sale of both bonds and stocks. The bonds represcaited 
debts of th(‘ corporation and the stocks were certificates of owner- 
ship, The stockholders, as owikts of the corporation, subject to 
the lien of the bonds, were the debtors and the bondholdiirs were 
the creditors. As the mark depreciated, the prices of the products 
or service's sold by the corporation rose^ rapidly, but the service 
of a given amount of bonded indebtedness (^ontinuc'd to b(' paid 
by the same number of marks as before'. Although tlu^ pri(.*es of a 
corporation’s products might have risen a thousand- or a million- 
fold, it required no more paper marks than it had previously 
required of gold marks to pay the principal and interest of, say, 
five million marks of bonde'd indebtedness floated before^ the 
inflation. The stockholders therefore' gained what the bondholders 
lost. Inflation canceled to a very large extent the stockholders’ 
debts. This being the case, one would expect a great shift from 
bonds to stocks in the public’s purchase of se'curities in the in- 
vest-ment and speculative marke'ts; in other words, an increasing 
preference for corporate equities in contrast with corporate debts, 
a preference which would push up the prices of stocks but leave 
the prices of high-grade bonds practically unchanged.^ 

This, in fact, happened. The last column in Table X (p. 291) 
shows the rise in the index number covering a selected group of 
corporation stocks during the last period of the inflation. In 
these index numbers allowance has been made for stock dividends. 

* Cf., supra, p. 299, note 2. 

2 As the income of corporations increased with the rise in the prices of their 
products, their financial positions naturally became stronger and bankruptcies 
became less and less frequent. This pushed the prices of lower grade bonds up 
toward parity with those of the higher grade bonds; but, after this point was reached, 
their prices did not advance much further. The risk of non-payment was practically 
eliminated in the case of all bonds, while the risk of payment in a continually cheap- 
ening mark applied equally to all bonds. 
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It is a striking fact, that the rate of increase in the prices of stocks 
even before 1921 had lagged far behind the rate of increase not 
only of the price of gold, wholesale prices and the cost of living, 
but also ('veil far behind the rates of increase in the wages of 
both classes of labor for which figures are available and of the 
salaries of government officials. This disparity, in geiu'ral, in- 
creased during 1922 and early 1923, but decreased during the 
months of (extreme hyper-inflation in the latter part of 1923. 
Even at tlu^ end of that yc^ar, however, prices of stocks had risen 
only a little over oiu'-fifth as much as whok'sak' prices in general 
or the cost of living, and only slightly more than half as much 
as the salaries of the higher gov('rnment officials, on tlu* basis of 
1913 figures. While, obviously, the man wffio invested in stocks, 
generally sp('aking, during the early post-war years fared infinitely 
better than the man who inv(‘stcd in bonds, the slow rat(' of the 
advance in the prices of stocks as compared with commodity 
prices and wages is surprising. What is the explanation? 

This quc^stion is a complicated one and there is much diffi'rence 
of opinion as to the answer. Bric'fly summarized, however, the 
explanation is probably something as follows: 

(1) The profits weni often not so great as they appeared. 
Between the time an order for merchandise was accepti'd at an 
agreed price and the time payment w^as made there was often a 
great d(H‘line in the value of the mark. During the latter two 
years of the inflation, manufacturers and merchants found them- 
selv('s much of the time in a position where they wc're selling their 
merchandise at prices lower than the costs of repla(;ement. 

(2) It took time for a corporation to distribute profits through 
dividc'iid ))ayments, and, in the process of doing so, the profits 
oft(‘n faded away through the depreciation of the mark. One 
result of this was that dividends were usually kept low' and the 
profits w'ere increasingly ploughed into the busim'ss. 

(3) A third reason for the surprising lag in the advance in the prices 
of stocks during the years 1922 and 1923 was the comparatively 
small amount of funds available to the public for stock speculation. 

“The mounting commodity prices absorbed so large a proportion of the 
monetary supply that relatively little was left for the working of the 
financial markets, and the banks were not inclined to put credits at the 
disposal of stock speculators.” ^ 

^ Graham, ibid., p. 181. 
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(4) A further reason for the failure of stocks to rise more rap- 
idly was the high real rate of interest which the inflation caused, 
particularly during the years 1922 and 1923. As is well known, 
rising prices stimulate the demand for capital and tend to push 
up real interest rat(js. It was at such high interest rates that the 
profits of the corporations, actual and prospective, were capitalized, 
at least during part of this period, thus making the prices of the 
stocks low in comparison to their income yield. 

(5) Finally, although this reason does not apply to the particular 
stock index numbers here undc'r consideration,^ the shift in the 
demand of investors and speculators from bonds to stocks ac- 
companied by an inflation-stimulated business activity and by 
expectations of extraordinary ])rofits led to large increases in the 
capitalization of industries. Enormous quantities of new stock 
were issu(‘d, and the values of the shares of many corporations 
became progressively diluted. 

Effect of Inflation on Germany’s Industrial Plant and 

Equipment 

The extraordinary nominal profits resulting from the inflation 
were used during the inflation period chiefly for extending plant 
and improving equipment, and many of these capital expenditures 
subsequently proved to be unwise. They were made hastily in 
order to avoid losses from the depreciation of the mark. Inflation 
stimulated Germany’s (‘xport trade and gave her manufacturers 
an artificial prot(‘ction against imports from abroad. Her manu- 
facturers enjoyed a sheltered market for their products at home 
comparatively free from foreign competition. In this sheltered 
position they knc'w little and can^i littl(‘ about the new inventions 
and mechanical improvements that were being introduced in the 
corresponding industries abroad. Moreover, the real wages of 
many kinds of labor had become so low, with the depreciation of 
the mark, that there was less incimtive than usual for introducing 
labor-saving machinery. The result was, that the extraordinary 
profits arising from the inflation wen^ often employed in com- 
paratively useless extensions of plant and in providing equipment 
of types that had already become antiquated abroad, and that 
proved to be of litth^ value after the German currency became 

* The index numbers «iven in the table on p. 291 include the necessary adjust- 
ments for new stock issues and stock dividends. 
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stabilized. Concerning this situation the International Labour 
Office of the League of Nations said: 

“During the period of inflation an enormous amount of capital had been 
invested in extensions and improvements of factories; apart from foreign 
investments this was the only means of avoiding dei)reciation of profits; 
but all this new plant stood unused and simply increased interest charges 
and the cost of upkeep. . . . The relatively easy conditions induced by 
inflation often led to less economical management, waste of raw material, 
and cessation of technical improvements.” ^ 

With reference to the same situation, Graham says: 

“Much of the apparatus installed in the years 1920 to 1923 was there- 
fore scrapped in the reconstruction of industry which, under the name of 
‘rationalization,’ has. been something of a fetish to the post-inflation 
German economy.” ® 

Concerns That Were Both Debtor and Creditor 

In speaking of the gains of debtors and the losses of creditors 
due to the inflation, it should be noticed, that many individuals and 
most corporations were both debtor and creditor, and that the same 
person or corporation would 1)0 gaining as a debtor and losing as a 
(T(‘ditor. There w(‘r(', moreover, certain types of corporations in 
which debits and credits were so balanced that “one hand washed 
th(‘ other.’’ Banks, for (‘xampl(‘, received the depreciated mark at 
par from their debtors and paid out the same marks at par to their 
depositors. A similar situation existed among life insurance com- 
panies. It is true that the bank depositor in the one case and the 
policy holder in the other may have lost in terms of purchasing 
power value practically everything due him. The corporation itself, 
however, in each case remained solvent and usually prospered, but 
often lost a part of its capital. 

Influence of Inflation on Germany’s Trade 

Germany’s domestic industry and trade and her export trade 
during the years 1921, 1922 and the fore part of 1923 were fever- 
ishly stimulated by inflation. Let us briefly consider, first, the 
country’s domestic business and then its foreign business. 

Domestic Industry and Trade. The evidence is strong that 
Germany’s economic activity increased throughout the years 1921, 
1922 and the fore part of 1923, and that, unlike most of the rest of 

* The Workers Standard of Life in Countries with Depredated Currency, pp. 7 and 8. 
^ Graham, op. cit., p. 323. 
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Europe and the United StaU's, Germany suffered no industrial 
collapse in the lattc^r part of 1920 and the fore part of 1921. The 
indices of the jxt capita physical volume of industrial production 
and of the production of agricultural products for various countries 
covered in the Bullefm de la Stalisiique Generale de la France show 
that, on the basis of the year 1913 as 100, Germany’s production 
stood for the four years 1920 to 1923 as follows: 


Year 

AoRiriTETtTUAL 

l*ROI>UC'riON 

iNDUPTraAE 

Production 

1920 

62 

61 

1921 

63 

77 

1922 

69 

86 

1923 

69 

54 


As we have pre\’iously secai,^ the amount of unemployment dur- 
ing the years 1921, 1922 and the fore part of 1923 was exceptionally 
small, and the saint' is true of the numlx'r of bankruptcies, the low 
figiirt' here continuing throughout the year 1923. Industrial pro- 
duction, howevt'r, suffered a great slump with the currency col- 
lapse of tlie latt(‘r months of 1923, and at that time unemploymtuit 
incrt'ased enormously and there was a largt' incrt'ase in the number 
of persons receiving public relief benefits. Inflation prosperity had 
eridc^d in an inflation collapse. An organism that functions under 
the infliK'nce of continually incn'asing dos(‘s of a powerful stimulant 
will suffer a strong reaction when that stimulant is suddenly dis- 
continued. 

Foreign Trade. Germany’s foreign trade was hit hard by the 
War and had only recovered moderately by 1922. In tc^rms of 1913 
gold values, the foreign trade of Germany (exclusive of treasure 
and of di'liveries under the Trc^aty of Versailles) was as follows for 
th(^ years under review : ^ 


Table XI, Germany’s Foreign Trade 


Year 

I M FORTH 

Exports 

.MOOO.CXK) 

Index No. 

M000,000 

Index No. 

1913 

10,769.7 

100 

10,097.2 

100 

1922 

6,290.4 

58.4 

6,186.8 

56.3 

1923 

4,808.2 

44.7 

5,338.1 

48.6 


It will be noted that by the year 1923 the percentage dt^cline in 
imports was greater than in exports, and that for the three years 

^ Supra, pp. 294 and 295. 

2 Statistischee Reichsamt, Statistiache^ Jahrbuch, 1924-1925, p. 141. 
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mentioned that year of extreme? inflation alonc' showed an excess of 
exports. 

During? the AVar foreign trade and operations in foreign exchange 
had been rigidly controlled by the Governnuait, thc‘ purpose of the 
control having bee'ii four-fold: (1) to prevent operations that would 
be useful to the enemy; (2) to restrict imports to the commodities 
most needed for the conduct of the War and to prevent the country 
from exporting goods needed at home for war pur])oses; (3) to 
protect th(? mark from undue depreciation and undu(‘ fluctuations 
in value that might otherwise arise from exc(\ssiv(' speculations in 
exchange; and (4) to prevent a flight of capital from Germany. 

Imm(?diately after the War these trade rc'strictions and foreign 
exchange regulations -were largely abandon(‘d, i)artly because the 
war-timci reasons for their imposition had to ii great (‘xtent passed, 
and partly because the Allied occupation ])ermitted goods to pour 
through th(? ‘^Hole in the West,^' despite any (efforts tin? German 
Government could make to prevent it. Within about a year after 
the Armistice, however, new control measures began to be imposed, 
and soon an (‘laborate system of foreign trad(^ and exchange' control 
was again in operation, a system in the enforcenu'nt of which that 
part of the business public interested in foreign trade cooperated 
with the Government. In a comprehensive disc\ission of this sub- 
ject, Graham ^ cites five different, motives for this control as rc'gards 
export trade: 

“(i) Assurance for the hom,e population of a sufficient supply of ueces- 
snries. Foodstuff exports were unconditionally prohibited, a certain 
latitude was given in the case of raw materials, while manufactured 
goods were, in the main, freely exportable. 

“(ii) Assurauce of reasonable prires. Since domestic; ])riccs consistently 
lagged far behind the upward surge of exchange rates there was a con- 
stant tendency for such German exporters as were basing their quota- 
tions on domestic market conditions to sell their goods at extremely low 
prices when measured in stable-value currencies. The foreign exchange 
})roceeds of exports tended therefore to pnnnde for but a very limited 
volume of imports. ... In order to prevent a ‘sclling-ouG of the 
country at bargain-counter rates exporters were forbidden to disi)ose of 
their goods below certain minimum prices officially established for every 
transa(;tion . . . 

“ (iii) Assurance that the foreign exchange proceeds would he brought back 
to Germany. In order to avoid the loss of purchasing power which was 

^ Graham, op. cit.. Chaps. 3 and 8. 



308 


MONEY 


involved in holding mark balances there was a strong disposition on the 
part of exporters to leave abroad the foreign exchange proceeds of their 
exports rather than convert them into marks. The supplies of foreign 
exchange requisite for imports and re])arations were thus not forth- 
coming and, to combat this situation, the permit to export was made 
conditional on the delivery to the authorities of a smaller or larger share 
of the foreign exchange ])roceeds according as the raw materials required 
for the manufacture of the commodity in question were or were not of 
foreign origin. 

“ (iv) The pnrticipalion of the Reich in the gains on the export trade. Since 
the minimum prices (jii goods sold abroad were ordinarily much above 
those currently jirevailing in the domestic markets exporters were in a 
highly advantageous ])()sition as c()mj)ared with producers of goods for 
home consum])tion. There was no reason for i)ermitting the price differ- 
ential officially established to accrue to one favored class. Duties were 
therefore imposed on exports.” ‘ 

For th(‘ enforcement of these regulations an elaborate bureau- 
cratic organization was creat(‘d under a F(?deral Commissar for 
Import and Klxport P('rmits. At oiu' time there were some 170 
different boards of (control, employing between four and five thou- 
sand persons engaged in this work. 

These measures of control over foreign trade were accompanied 
by equally minute restriedJons on dealings in foreign exchange. An 
official publication of tlui German Governmcuit lists 44 different 
measures adopted by the Reich between February, 1922 and the 
end of 1923 for the control of foreign exchange. ^ These measures 
related to the purchase of foreign moneys, the sale of German 
currency abroad and to the purchase and sale of foreign exchange. 
They provided for the fixing by governmental authority of ex- 
change rates, required the licensing of all foreign exchange opera- 
tions, and limited such operations to a few especially authorized 
banks, and even then only on notification to the Minister of Fi- 
nance. A Presidential Decree of Septembe^r 7, 1923, which set aside 
certain fundamental provisions of the Constitution, gave to a 
Special Commission for the Requisition of Foreign Currency power 
among other things 

^‘to lay hands on all foreign pa 5 nnent media and/or negotiable instru- 
ments in foreign currency, as well as upon foreign securities and precious 
metals, . . . [to] demand any information, . . . [to] examine into any- 
one’s affairs, search anyone; summon anyone before him to make decla- 
^ Graham, op. cit., pp. 81 and 82, 

2 German Government, Material for a Study of Germany's Economy, Currency and 
Finance, p. 71, 
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rations and require anyone to make solemn affirmation as to the correct- 
ness and completeness of his declarations. He may seize in favour of the 
Reich without any compensation all foreign payment media acquired 
illegitimately or retained contrary to his orders.” ^ 

On the whole, the regulations of foreign trade and of foreign 
exchange, despite the severity of the penalties imposed for their 
infraction, were far from being effective. There was widespread 
evasion of the law. 

The fact that during the last inflation period prior to the autumn 
of 1923 foreign exchange rates in terms of marks with ^‘stable- 
money countries’^ rose much more rapidly than the price level in 
Germany; or, in other words, that foreign money like the dollar 
and the Swiss franc would buy at the prevailing foreign exchange 
rates very much more in Germany than they would at home, 
stimulated not only the purchavse by the people of these countries 
of German merchandise but also heavy investments by them in 
German real (estate and German securities. Many foreigners ob- 
tained valuabh^ properties in Germany at a song, but foreign pur- 
chasers of German securities usually lost heavily. Foreign tourists 
flooded Germany and liv(‘d luxuriously at costs in their own cur- 
rencies that were ridiculously small. At one time in 1923 a good 
room with private bath and electric lights in the best of Berlin 
hotels cost less than the equivalent of 15 cents United States cur- 
rency a day. On the other hand, foreign speculators, in the hope of 
realizing large profits from a subsequent rise in the gold value of 
the German paper mark, built up in Germany enormous bank 
balances and bought large amounts of German paper money. The 
McKenna Committee estimated that Germany had profited from 
the sale of mark credits to persons living abroad by an amount 
equal to something like 1,750,000,000 to 2,000,000,000 dollars and 
that an additional profit of something like 150 to 175 million dol- 
lars had been realized by her from sales of paper marks in foreign 
countries. 


Inflation and Tax Revenues 

One of the evil consequences of the inflation was the reduction 
of tax revenues and, more particularly, of the revenues from direct 
taxes such as various forms of income taxes. Germany financed 
the War largely through loans, paper money issues and the sale of 
» Ihid„ p. 70. 
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her gold and foreign securities. Her modest tax revenues of the 
war period came largely from various kinds of excise taxes. In 
early 1920, under the leadership of Finance Minister Erzberger, 
the tax system was thoroughly reorganized, and an increasing 
resort was made to direct taxes. The inflation, however, soon 
forced a return, in a continually increasing degree, to borrowing, 
and, so far as tax revenues were concerned, to a larger and larger 
dependence upon indirect taxes. 

As the mark depreciated, no finance minister could even roughly 
estimate in advance what the Government’s expenditures would 
be nor how much revenue a given tax would yield. The principal 
recourse of the Finance Minister, therefore, was to borrow funds 
from the Reichsbank as they were needed. Calculated upon a cost 
of living index, the Reich n'ceuved 44 per cent of its revenue in 
1921 from taxes, 35 per cent in 1922, 11 per cent in the first nine 
months of 1923 and a negligible percentage during the last three 
months of 1923.^ 

The difficulty with most kinds of direct taxes was that their value 
faded away in th(‘ process of levy and collection. It took time to 
make a tax levy and, (except in some cases of collection at source, it 
took further time to collect the tax after it had been levied. But, 
during the inflation, time was the essence of value, and the longer 
the delay, the less in real value was the tax. Taxpayers naturally 
postponed payment as long as possible, and watched their taxes 
fade away as they delayed. Despite frequent advances in rates and 
serious efforts to speed up collection, the depreciation of the mark 
continued to eat up the riivenues.^ 

A striking example of this type of difficulty was reported from 
Russia after the War when the ruble was depreciating rapidly. As 
prices rose it became necessary for the Government to make fre- 
quent advances in postage rates and in that connection to “scale 
up ” the denominations of postage stamps. It required considerable 

* Cf., German Government, Materials for a Study of Germany's Economy, Currency 
and Finance, p. 30. 

® “According to the Act of December 23, 1922 the income of a married man with 
two children, such as was at that date equivalent to $1020, was subject to a tax the 
equivalent of $230 and, on the larger incomes, the ratio was much higher. But the 
levy and payment were both in paper marks. If this tax had been paid in full as 
early as the end of June 1923 (and some such interval must elapse to give time for 
assessment and collection) it would then have been worth slightly over $10, at the 
end of July about $1.50, at the end of August about I5i, at the end of September a 
fraction of a cent, while, at the end of October, it would have been in that twilight 
zone where infinitesimals fade into nothingness.” Graham, op. cU., p. 44. 
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time, however, for the Government to issue new denomination 
stamps. By reason of this delay and of the rapid increase in postage 
rates, at one time in Moscow the highest denomination stamp one 
could buy was 10,000 rubles, but this stamp would not carry its own 
weight on a letter. It followed that the more stamps one put on a 
letter, the greater the deficiency of the postage. 

Inflation and the Distribution of Wealth 

The infiation proved to be in Germany, as it has proven to be, 
in every other country in which it has been practiced on a large 
scale, a gigantic engine of wealth redistribution, an engine that 
worked night and day and worked blindly, taking wealth here 
and giving it out there, robbing one economic group or one social 
class for the benefit of another, and doing it all without rhyme or 
reason and with no rt'gard whatever to the merits or demerits of 
those benefited and those despoiled. 

While inflation in Germany undoubtedly affected the tempo 
and the direction in which economic production moved, its greatest 
and most enduring influence was clearly in the field of distribution. 
Viewed from the angle of economic groups, the inflation, on net 
balance, probably benefited the great industrialists and the great 
merchants, who through it got possession of Germany's enormous 
industries and stores by means of continual borrowing and sub- 
sequent repayments in continually depreciating marks. It prob- 
ably benefited unskilled laborers up to the autumn of 1923, by 
giving them more regular employment at a fairly normal real wage 
than they presumably would have had without the agio in business 
activity due to the inflation. As a class it benefited farmers, who 
in general enjoyed good markets for their crops throughout the 
inflation period and who were able to pay off their mortgage in- 
debtedness at a very small expense in terms of farm produce. On 
the other hand, inflation despoiled practically every other class 
of labor, the skilled artisan in every trade, clerks and other so- 
called “white-collar^^ workers, professional men of all classes, par- 
ticularly those receiving their pay in the form of salaries as con- 
trasted with fees ; and it likewise despoiled public officials of every 
grade, those of the higher grades suffering most. Of course, the 
institution and individual whose income came in the form of 
interest on investments in bonds and mortgages lost heavily, and 
the value of life insurance, the premiums on which had often been 
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paid by great sacrifices over long periods of years, was reduced to 
pitifully small figures.^ 

Viewed from the standpoint of social classes, the lowest class 
suffered least, while the great middle class, whi(‘h was the backbone 
of pre-war Germany, suffered most. Concerning this class, Angell 
well says: ^ 

“Composed largely of people with small fixed incomes, such as salaried 
officials and clerks, recipients of pensions, and little investors living on 
interest and rent — of wdiom the latter group w^ere hit es])ecially hard by 
the government control of city rentals — they were i)recisely the group 
most exposed to the evil consequences of currency depreciation, while 
they lacked l)oth the know ledge and the oj)|X)rtunity to combat it. Their 
savings disappeared, their pensions and annuities melted away, and the 
sons who might have siipp)orted them had all too commonly been killed 
in the war. Hundreds of thousands of educated men and women, too 
old or feeble or untrained to earn their own living, w^ere abruptly faced 
with starvation. Many died. The others, passing from day to day with- 
out hope, survived only by the sacrifice of treasured books, furniture, 
jewelry, and all their salable possessions, and at the end by domestic 
and foreign charity. Their history is one of the most genuinely pitiful 
chapters in all the war and post-war tragedy.^’ 

Measures for Combating the Evils of Runaway Inflation 

As wo have seen, the inflation got completely out of control 
and ran away in the latter part of 1923. The inflation “horse,^^ 
already nervous and excitable, had been finally lashc^d into desper- 
ation by the extravagant expenditures by the Government of 
funds borrowed from the Reichsbank for maintaining “passive 
resistance’^ in the Ruhr. 

The currency and credit situation toward the end of 1923 was 
a fantastic one. Only about }fooo of the expenditures of the 
National Government were being covered by tax revenues. By 
November the Reichsbank ’s note circulation amounted to the 
astronomical figure of approximately 400 quintillion marks, which 
in terms of gold value were equal to only 400 million of the marks 
of 1913, or to If 5 of Germany’s monetary circulation when the 
War broke out in August, 1914. Wholesale prices were over 
1,400,000,000,000 times as high as they were in 1913; while, on 
November 15, the volume of Treasury bills discounted by the 

1 Cf., supra, p. 300, note 2. 

* Angell, James W., The Recovery of Germany, pp. 38-39. 
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Reichsbank, practically all of which were held by the Bank itself, 
amounted to over 191 quintillion marks. 

Of course, long before the situation reached this pass, there had 
been many proposals for stabilization and some abortive attempts. 
The great difficulty with all proposals had been that the progres- 
sively increasing outpouring of Reichsbank notes could not be 
stopped. The Government “needed the money and saw no other 
politically feasible method of getting it. 

As we have seen, while the paper mark was thus depreciating, 
various plans were adopted to escape the evils of inflation. Many 
commodity price's were adjusted to the daily variations of Berlin’s 
exchange rate with stable-money countries. Wages were adjusted 
in part to a cost of living index, and debts of various kinds were 
made in terms of dollars or of French francos or of the cost of living 
index and then paid in paper marks at the curn'iit rate of exchange, 
or at their index number valiK^ on maturity date. Furthermore, 
there were placed in circulation along with the unstable paper 
currency various kinds of so-called “stable currencies,” and the 
Reich itself, as w(‘ll as 30 states, the railways and a few banks, 
in the latter part of 1923 issueni various kinds of paper on a gold 
basis, paper that circulated to some extent as money, although 
much of it was interest-bearing. By the beginning of 1924 the 
amount of such paper in circulation (aside from the rentenmark, 
to be described presently) amounted to something like a billion 
gold marks. ^ 

The Rye Mark” Of the various devices employed for the 
purpose of effecting business operations on a stable money basis 
the one that proved to be the parent of the stabilization plan 
finally adopted was the so-called “roggenmark” or “rye mark” 
currency. The story of the origin of this currency and of how it 
developed into the rentenmark is told in an interesting way by 
Dr. Hjalmar Schacht, President of the Reichsbank, one of the 
active participants in carrying through Germany’s currency 
stabilization plan.^ 

Rye was the principal grain crop of Germany, just as wheat is 
in the United States and rice is in China. After pointing out 
that even in everyday business prices in Germany in 1923 were 

> A tabular statement of these issues will be found in the Report of the First Com- 
mittee of Experts (The Dawes Committee), Annex No. 7, 

2 The Stabilization of the Mark, pp. 76-89. 
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frequently quoted in terms of specific commodity quantities, 
Dr, Schacht says: 

“ In agricultural transactions in particular, lease agreements and prices 
of agricultural products were being based on the value of the pound of 
rye. The States of Oldenburg and of Mecklenburg-Schwerin issued loans 
denominated in values of rye at the end of 1922. ... In the period 
which followed numerous other rye loans were issued by the most various 
bodies . . . There were [alsol coke loans, coal loans, potash loans, lig- 
nite loans, and even kilowatt loans. The })rinciple of basing values on 
prices of commodities was extended to mortgage transactions, and mort- 
gages in rye, potash, etc., were admitted to register in addition to mort- 
gages in fine gold.” ^ 

In the summer of 1923 Karl Helfferich, who was Minister of 
Finance for some time' during the War, submitted to the Govern- 
ment a plan for currency stabilization based upon a “rye mark.” 
Briefly summarized, the plan was as follows: 

1. ‘‘The various economic units of Germany (agriculture, industry, 
trade, transportation, and banking) were to establish” an independent 
currency bank, the statutes of w’hich were to be approved by the Im- 
perial Chancellor. 

2. “The original capital was to be raised by a 5 per cent, first charge 
[a sort of capital levy] in the form of mortgages or bonds on the economic 
units described, one-half of the total (placed at four billion marks] . . . 
being raised by agriculture and the other half by the other units. Against 
these mortgages or bonds interest-bearing Rentenbriefe [income notes] 
, . . were to be issued.” 

3. “These Rentenbriefe were to serve as cover for the notes which were 
to be issued by the bank, denominated in ‘rye marks.’ ” 

4. “The rye mark notes were to be exchangeable on demand at any 
time for interest-bearing Rentenbriefe.” 

5. “The rye note was to become legal tender on a date fixed by the 
Government, and a fixed legal ratio of conversion was to be laid down as 
between rye notes and pai)er marks.” 

6. “The discount of Government bills at the Reichsbank was to cease. 
The existing debt of the Reich was to be amortized by the new bank 
placing 300 million rye marks at the disposal of the Reich in return for 
remission of the taxation . . . imposed on business in August 1923. 
With this 300 million rye marks the Reichsbank was to redeem its own 
notes and thereby stabilize the paper mark.” 

7. “The new bank was to be empowered to give credit to the Reich up 
to the extent of half its original capital and original reserve.” ^ 

* Ibid., pp. 77 and 78. * Ibid., pp. 80 and 81. 
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The Rentenmark. After an extended debate in which there was 
much difference of opinion, the plan was adopted with three im- 
portant changes: (1) the bank, instead of becoming an essentially 
independent organization was to become in fact, if not in name, 
practically a division of the Reichsbank; (2) the notes were to be 
expressed in gold values and not in rye values; (3) the notes were 
not to be legal tender. 

The law incorporating this plan was passed October 15, 1923. 
The new bank which was called the Rentenbank was opened for 
business the following month. 

The Rentenbank law fixed the capital of the Bank at 3,200,000,- 
000 rentenmarks, and this capital was to be provided by a com- 
pulsory levy upon owners of agricultural land and upon industrial, 
commercial and banking institutions. The amount of the levy 
was 4 per cent of the value of the property. The levy was stated 
in terms of gold marks and the liens thus imposed took precedence 
over all other domestic, debts of the owners of the property. The 
obligations ran for a minimum of five years and bore interest at 
6 per cent. Against these mortgages the Rentenbank issued mort- 
gage bonds, known as Rentenhriefej which were to serve as 100 per 
cent cover for th(.‘ circulating Rentenbank notes which the Bank 
was authorized to issue up to an amount not exceeding its capital 
and surplus. The Rentenbank ’s notes were made redeemable on 
demand in sums of 500 rentenmarks in the 5 per cent Rentenbriefe. 
While the authorized capital and the authorized note issue were 
both fixed at 3,200,000,000 rentenmarks, 800,000,000 renten- 
marks of this sum were to represent liens on property in the 
occupied territories which could not be made effective for some 
time, so that the original amounts were fixed at 2,400,000,000 
rentenmarks. Half of the notes could be issued to the public, 
while the other half was to go to the Government, and of this 
latter half 300,000,000 rentenmarks were to be without inter- 
est. With the proceeds of the loan the Government was ex- 
pected to redeem all Treasury bills which it had discounted at the 
Reichsbank and to cover the deficits expected in the National 
budget during the next two years. All discounting of Treasury 
bills at the Reichsbank was to cease. Although the rentenmarks 
were not made legal tender, they were made receivable by the 
Government in payment of all government obligations. This 
Rentenbank currency was not looked upon as a permanent cur- 
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rency, but as an intermediate step toward the return to the gold 
standard. 

At the end of November the Government officially valorized 
the outstanding paper marks at the rate of one trillion of the old 
marks to one rentenmark. This rate was looked upon as, roughly 
speaking, equivalent to the market rate at the time, although on 
this subject there was considerable difference of opinion. The 
rate adopted was, therefore, looked upon as a recognition of the 
status quo. The old depreciated mark became acceptable^ in pay- 
ment of government dues and intc'rchangeable at the Reichsbank 
at this rate of a trillion to one, and, inasmuch as no rentenmarks 
were issued in denominations below one mark, the old marks at 
this trillion to one rate became^ the fractional money for the time 
being of the (country. The writer in January, 1924, in purchasing 
a cigar in Berlin, worth 12 cents United States currency, paid a 
rentenmark and received for his change M500, 000,000,000, which 
was the equivalent of 12 cents. These five hundred billion marks, 
like the one rentenmark, w(^re in the form of one small bank note. 

To the surprise of many students of th(‘ problem, both in 
Germany and abroad, the scheme proved a success. Exchange 
with gold standard countries was soon stabilized at approximately 
4,200,000,000,000 marks to the dollar, and the trillion to one rate 
in Germany became effc'ctive. 

The all-important reasons for the success of the plan were, 
that government borrowing at the Reichsbank (except to the 
limited extent authorized by the Rentenbank law) was stopped, 
a strict limitation upon further note issues was imposed, and the 
public had faith that the terms of the law would be lived up to. 
In other words, public confidence in the currency was restored, and 
the extravagant velocities at which the old monc^y had been cir- 
culating, as the public anticipated ever increasing issues, were 
cut down. Money and bank credit again circulated at normal 
velocities. This reduction of velocities was so great at the start 
that it resulted in an actual scarcity of money and the authorities 
were compelled to increases the volume of paper money somewhat 
at the beginning in order to maintain the approximate price level 
prevailing at the time of the rentenmark stabilization.^ 

The rentenmark stabilization worked out, as planned, to be 
the stepping stone to a complete gold standard. The pre-war gold 

* Compare, supra, pp. 61-62. 
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value of the mark that was reestablished with the opening of the 
Rentenbank was continued under the legislation of 1924, which, 
in carrying out tlu^ currency and banking recommendations of the 
Dawes Committee, brought Germany back to a full-fledged gold 
standard. But that is another story and does not fall within the 
scope of this chapter, which is concerned only with Germany’s 
experiences with an inflated paper currency. 
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CHAPTER XIV 


FRENCH AND AMERICAN BIMETALLISM 

The theory of bimetallism has previously been explained.^ This 
chapter describes how bimetallism worked contemporaneously in 
France and the United States over a period of something like 
three-fourths of a century. During most of this time France, from 
an economic point of view, was a more important country than the 
United States, and she gave bimetallism the longest and probably 
the fairest trial which it ever had. In view of these facts and of the 
fact that much of the ammunition of both sides of the bimetallic 
controversy which was so hotly waged throughout Europe and 
America during the last third of the nineteenth century was drawn 
from this experience of France, it will be useful to study the 
experience in some detail. 

FRENCH BIMETALLISM 

The French Monetary Law of 1803 

When France in 1796 returned to a specie basis after her inflation 
orgy with the Assignats and the Mandats, her money consisted 
chiefly of gold and silver coins. These coins circulated under a 
dual or parallel standard at the ratio of 153^^ to 1, which had been 
established by C^alonne in 1785. 

Napoleon placed France upon a bimetallic basis soon after he 
came into power. In 1803, through his Minister Gaudin, he put 
through a new monetary law, which, although not mentioning 
bimetallism, created an effective bimetallic standard. The law 
contained three divisions: (1) a general disposition providing that 
“five grams of silver, %o constitute the monetary unit, which 
retains the name of franc (2) Title I dealing with the fabrication 
of coins. This Title provided for the coinage of full weight coins 
of both silver and gold. All coins were to be %o fine and of propor- 
tionate weights. Although the nominal ratio of gold to silver 
established by this law was 15 1, the actual ratio was slightly 

1 Supra, Chap. VI. 2 Supra, Chap. X. 
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different because of the different coinage charges applying to the 
coinage of gold and silver. Since there was free coinage of both 
gold and silver and since coins of both metals stood on an exact 
equality before the law, the monetary systc'm which the law created 
was, in fact, bimetallic, although it declared the silver franc to be 
the monetary unit. * 

Ratio and Coinage 

During the years 1803 to 1835 the French mints coin(^d both 
gold and silver every year, and both kinds of money always cir- 
culated. The mint ratio, which was actually 15.69 to 1 although 
nominally 15}^ to 1, was above the commercial ratio and therefore 
favorable to gold in twelve of tlu^ eighteen yc^ars from 1803 to 1820, 
inclusive; and it was below the commercial ratio and therefore 
favorable to silver in six of these years. In the twelve years during 
which the ratio was favorable to gold, the French mints coined 
6,011 million francs of gold and 5,913 million francs of silver; and 
in the six years in which the ratio was favorable to silver they 
coined 2,744 million francs of gold and 5,114 million francs of silver. 

In 1835 the mint chargers for coinage wctc^ (^h augend, with the 
result that the actual mint ratio was reduced from 15.69 to 1 to 
15.626 to 1; and in 1850 a further change was made, reducing it to 
15.586 tol. 

During the years from 1821 to 1850 the mint ratio was below the 
market ratio in every year but two (when it was practically the 
same as the market ratio). During this whole period, therefore, 
there was an overvaluation of silver by the mint, and during those 
years there were coiiK^d at the mint 31,909 million francs of silver 
as against only 4,634 million francs of gold. 

From 1851 to 1872, inclusive, chiefly as a result of the enormous 
increase in the world’s production of gold following the Californian 
and Australian gold discoveries, the mint ratio was above the 
market ratio ev(Ty year, the mint ratio (allowing for coinage 
charges) having been 15.586 to 1 for the years 1851 to 1853, and 
15.583 to 1 from 1854 to the virtual discontinuance of bimetallism 
in 1874. Under the compensatory principle, the overvaluation of 
gold and undervaluation of silver should have led to a great pre- 
ponderance of gold over silver in the coinage at the mints. This is 

1 An English translation of the law with a synoptical table of French coins which 
it authorized is given in the Report of the International Monetary Conference of 
1878, pp. 155-157. 
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exactly what happened. In every one of these years except one 
(1872) more gold was coined than silver, and in that one year no 
gold was coined at all, and only 400,000 francs of silver. During 
these tw(‘nty-two years 6,586 million francs of gold were coined 
and only 533 million francs of silver, or over twelve times as much 
gold as silver. 

By 1873 the tide had turned in the other direction. The market 
ratio in that year rose above the mint ratio and continuc^d above it 
until the mints of France (and of the other nations of the Latin 
Union, mentioru^d below) were closed to the free and unlimited 
coinage of silver on January 31, 1874. In 1873 no gold was coined 
by France, while the silver coinage amounted to 154.6 million 
francs. In 1874 24.3 million francs of gold were coined and 60.0 
million francs of silver. 


The Latin Union 

During the latter years of her experience with bimetallism, 
France had associated with her certain other states in what is 
known as the Latin Union. According to a treaty effective Au- 
gust 1, 1866, France (‘iitered into a monetary union with Belgium, 
Switzerland and Italy, for a uniform regulation of the currency.^ 
The French currency of 1803, as subsequently modified, was to 
serv(^ as the model for the other states of the Latin Union, except 
that silver coins below five francs were to be fiduciary money, 
coined only on government account and with limited legal tender.^ 
The weights, fineiiesst^s, dimensions and denominations respec- 
tively of the gold and silver coins of the different countries in the 
Latin Union were to be thc^ same. While the coins in one country 
were not made legal tender in the other countries, they were 
made receivable by the government treasuries in the respective 
countries, and, to a limited extent, by the public banks. A per 
capita limit of six francs (subject to some qualifications) was 

^ Greece and Roumania joined the Union in 1867. The following year Spain, 
without joining the Union, began regulating her coinage on the same basis as that 
of the Union. 

For the text of the Treaty constituting the Latin Union and an official account 
of the Union’s origin written by the French Minister of P^inance, see the Report 
of the International Monetary Conference Held in Paris, in August, 1878, pp. 781- 
794. 

® The system of a limited circulation of fiduciary coins with limited legal tenders 
was first introduced in France on a small scale by the law of May 25, 1864, where it 
was applied only to pieces of fifty and twenty centimes. Later it was extended to 
pieces of larger denominations, /bid., p. 782. 
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placed upon the amount of fiduciary silver pieces below the de- 
nomination of five francs that each country could issue. 

According to the eminent American bimetallist, Francis A. 
Walker/ French bimetallism was not greatly strengthened by 
the cooperation of the other states of the Latin Union. 

Significant Facts in the Experience of France with 
Bimetallism 

In studying the experience of France with bimetallism for the 
period 1803 to 1874, the following facts deserve emphasis: 

(1) Both gold and silver coins were minted under free coinage 
in every year of the entire period but two (1872 and 1873), and 
both kinds of coins were continually in circulation. 

(2) Although these ycmrs of French bimetallism witnessed revo- 
lutionary changers in the proportions of gold and silver produced 
in the world — changes varying from 50.3 ounces of silver to 1 ounce 
of gold for the ten-year period ending in 1810 to 4.5 ounces of sil- 
ver to one ounce of gold for the ten-year period ending 1860 — 
variations in the average annual commercial ratio of the value of 
gold to th(‘. value of silver were small. The extreme range for the 
entire seventy-two years was only from 15.04 to 16.25. 

(3) This comparative stability of the commercial ratio in the 
neighborhood of the mint ratio was brought about chiefly through 
the application by France and, latterly, by all of the states of the 
Latin Union, of the compensatory principle. Whenever the market 
ratio rose appreciably above the effective mint ratio, evidencing 
an undervaluation of gold and an overvaluation of silver at the 
mints, as in the years 1842 to 1847, for example, France drew into 
her circulation large amounts of silver and used less and less gold, 
throwing large quantities of the yellow metal onto the world^s 
markets, and thereby forcing the market ratio down toward the 
mint ratio. When, on the other hand, the market ratio fell appre- 
ciably below the mint ratio, evidencing an overvaluation of gold 
and an undervaluation of silver at the mints, as, for example, 
during the years immediately following the Californian and 
Australian gold discoveries, France again acted as a buffer, draw- 
ing into her circulation great quantities of gold and throwing out 
on the world’s markets great quantities of silver, thereby forcing 
the market ratio back toward the mint ratio. 

1 International Bimetalliam , p. 132. 
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Discontinuance of Bimetallism 

Bimetallism in France and the other states of the Latin Union 
was given up early in 1874. Among the more important reasons for 
this action, concerning which there has been much controversy, 
the following may be mentioned: 

(1) The comparative scarcity of silver coin that had existed 
during the years 1851 to 1872, a period during which, as we have 
seen, France coined over twelve times as much gold money as 
silver money, had made gold coins familiar and popular. 

On the other hand, the problem of retaining silver coins in cir- 
culation, against the pressure of Gresham’s Law, had been a serious 
one for many years, and had only lately been partly solved by 
France through making her smaller silver coins fiduciary coins 
with limited le^gal tender.^ Because of such difficulties, the ques- 
tion of the desirability of substituting the single gold standard for 
the bimetallic standard had received much attention in France 
before 1870. Frances before the War ^‘had completed long and 
exhaustive enquiri(;s into the problem of th(^ standard, and she 
tended quite definitely in favor of the gold standard.” ^ In 1865, 
when the Latin Union was organizc'd, Belgium, Switzerland and 
Italy had all favored a single gold standard in prefenmee to a 
continuation of bimetallism. They yielded, however, to the French 
preference for a continuation of bimetallism for the time being. 
At the International Monetary Conference held in Paris in 1867, 
which was concerned chiefly with the seeking of greater uni- 
formity in the world’s coinage systems, the tendency had been 
strongly in the direction of obtaining uniformity through a gold 
standard. In fact, at this conference at which there were approxi- 
mately a dozen and a half states represented, France appeared 
to have been the only strong advocate of bimetallism.* 

(2) A second reason was the decision of Germany, at the time 
of the formation of the German Empire in 1871, to adopt an im- 
perial gold standard in place of the silver standards that then 
prevailed in most of the German States. For some time previous 
to the War there had been much sentiment in these Silver Union 
German States in favor of the gold standard. England had been 

* Supra, p. 321, note 2. 

2 HelfTerich, pp. 153-154. 

3 Cf., “ Proceedings of the International Monetary Conference in 1867,” published 
in Report of the International Monetary Conference of 1878, pp. 803-878; also 
Russell, International Monetary Conferences, Chap. 2. 
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on the gold standard for about half a century and her monetary 
demand had been exerted chiefly on gold; on the other side of 
France, the German States had exerted their monetary demand 
mostly on silver; France had been the monetary buffer between 
England and the German States. Disastrously defeated in the 
Franco- Prussian War, in serious straits both ('conomi(!ally and 
financially, and with th(^ obligation of paying Germany an in- 
demnity of five billion francs, France naturally viewed with 
anxiety the effect upon h(‘r monetary system of the heavy drain 
of gold to Germany which these conditions would be likely to cause 
and of the counter-flow into the world^s markets and into her own 
of the great quantities of monetary silver which were known to 
have been accumulated in Germany, and which the adoption of the 
gold standard by the new German Empire' was likely to release. 

(3) A third factor, although probably a minor one, was that 
about 1866 the world’s silver production began to increase con- 
siderably, largely as a result of the outpouring of the newly dis- 
covered silver mines of Nevada. The world’s silver production 
increased from 35 million ouiu'cs in 1865 to 63 million ounces in 
1871, while the world’s production of gold declined during the same 
period from 5.9 million ounces to 5.6 million ounces. In 1867 the 
commercial ratio for the first tinu^ since 1852 averaged above the 
nominal mint ratio of Frances of 15H to 1, being 15.57 to 1, and it 
continued above* 1534 to 1 every year down to the closing of the 
mints of the.* Latin Union te> the free coinage erf silv(*r. It was not, 
however, until 1873 that the market ratio rose above the actual 
mint ratio (that is, the ratio whie;h allows for coinage charges) 
of 15.583 to 1. Many feared that silver coins of the larger denomi- 
nations would come back into circulation in increasing quantities 
and would drive out of circulation the gold which had been supplied 
in such large quantities since 1850 by California and Australia and 
which had now become very popular. 

(4) Then there was a natural pride on the part of some in favor 
of using the dearer metal as a standard, and of “not being out- 
distanced by Germany and England in monetary progress.” 

Regardless of the reasons, however, the important facts are that 
bimetallism ceased in France and the other states of the Latin 
Union at this time through the closing of the mints to the free 
coinage of silver and that since January, 1874 true bimetallism has 
nowhere existed in the world. 
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AMERICAN BIMETALLISM 

Movement for a National Coinage 

Efforts looking toward the ostablishiiKait of a national coinage 
began long before thc' adoption of th(‘ American Ccnistitution. As 
early as .laniiary 7, 1782, the Congress of th(^ Ck)nf(‘d(Tation had 
instructed Robert Morris, then Superinbmdent of Finance, ‘‘to 
prepare and repoi-t to Congress a table of rates, at which the differ- 
ent species of foreign coins most likely to circulate within the 
Unitf^d States, shall b(‘ received at the Trc^asury thereof.’^ Eight 
days afterwards, Morris submitted to (bngress a lengthy report 
proposing a comprehensive' coinage' scheme for the Confederation, 
and justifying his submission of a more ambitious report than that 
called for in the resolution of Congress on the ground that “as we 
are now shaking off the inconveaiiences of a depreciating mc'dium, 
the presc.'iit monu'nt seems to be that, in which a general currency 
can best be establisheid. . . 

Currency System Recommj:nded by Robert Morris 

After considering the relative iiH'rits of a gold standard, a silv(T 
standard and a bimetallic standard, Morris di'.cided in favor of a 
silver standard. He said: 

“Gold is more valuable than silver, and so far must have the preference, 
but it is from that very circumstance the more exposed to fraudulent 
practices. Its value rendering it more portable is an advantage, but it 
is an advantage which jmper i)Ossesses in a much greater degree, and of 
consequence the commercial nation of England has had recourse to paper 
for the i)urposes of its trade; although the mass of circulating coin is 
gold. It will always be in our ]K)wer to carry a ])aper circulation to every 
pro])er extent. There can be no doubt therefore, that our money stand- 
ard ought to be affixed to silver.’’ 

Inasmuch, however, as he found silver, like evTrything else, vari- 
able in value, Morris fav^ored a substantial coinage (diargc on the 
coinage of silver bullion in order to protect the coins from exporta- 
tion and from the melting pot. He advocated the decimal system 
for the new coinage because of its simplicity, adding “whenever 
such things required labor, time and reflection, the greater number 
who do not know, are made the dupes of the lesser number who 
do.” 

The coin coming nearest to a general standard he found to be the 
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Spanish dollar, and he thought that the new money in order to be 
perfectly intelligible to the whole people “must have some affinity 
to the former currency/’ He found that at the time Spanish dol- 
lars, as a result of the various state ratings, passed 

“in Georgia at five shillings, in North Carolina and New York, at eight 
shillings, in Virginia and the four Eastern States, at six shillings, in all 
the other States except South Carolina at seven shillings and sixpence, 
and in South Carolina at thirty-two shillings and sixpence. The money 
unit of a new coin to agree without a fraction with all these different 
values of a dollar except the last, will be the fourteen hundred and fortieth 
part of a dollar. ...” 

This would be equal to about of a grain of fine silver. No coin 
of this size would need to be coined, he .said, b('cause it was suffi- 
cient that the value of the unit should be precisely known. Morris 
favored the immediate establishment of a mint, and the rating of 
foreign coins at so many dollars per ounce. 

Following Morris’s recommendation, Congress on February 21, 
1782, approved the establishment of a mint, and directed Morris to 
prepare and report to Congress a plan for conducting the same. 
Morris expended about $2,000 for the establishment of “The 
Mint of North America,” which manufactured a few dies for copper 
coinage, and struck a few copper coins. 

Currency Plan of Thomas Jefferson 

Thomas Jefferson left some undated notes on “The establish- 
ment of a money unit and of a coinage for the United States” 
which were apparently written in 1782 or 1783. He favored making 
the Spanish milled dollar the monetary unit, and dividing it into 
tenths and hundredths according to the decimal systcun. The unit 
suggested by Morris he opposed as being altoge^ther too small, 
requiring curnbersomely large* figures to express the values of 
ordinary commodities, and as being neither equal nor near to any 
of the known coins in value. He favored the coinage* of gold along 
with that of silver at a ratio near the market ratio of the principal 
countries. 

“Perhaps,” he added, “we might with safety lean to a proportion some- 
what above par for gold, considering our neighborhood and commerce 
with the sources of the coins and the tendency which the high price of 
gold in Spain has to draw thither all that of their mines, leaving silver 
principally for our and other markets.” 
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Currency Plan of Grand Committee of Congress 

A Grand Committee on the Money Unit of the (Continental 
Congress made a report in 1785. This Committee opposed the 
recommendation of Robert Morris that the monetary unit be 
1/1440 of a Spanish milled dollar, and favored making this dollar 
itself the unit. Although favoring the coinage of gold at a ratio of 
not more than 15 to 1, the Committee declared that 

“sundry advantages would arise to us from a system by which silver 

might become the prevailing money. This would oi^erate as a bounty to 

draw it from our neighbors by whom it is not sufficiently esteemed. 

Silver is not exported so easily as gold and it is a more useful metal.” 

Th(' (Committee favored the decimal system for the (^oins, and a 
substantial brassage ^hargci so as to protect the coins from being 
unduly melted or (‘xported. 

On July 6, 1785, the (Congress of the Confederation took under 
(consideration the* Grand Committee\s report and voted unani- 
mously ‘‘that th(' money unit of th(i United States of AmtTica be 
one dollar,’’ “that the smallest coin be of copper, of which 200 shall 
pass for one dollar,” and “that the several pieces shall increase in 
a decimal ratio.” 

Currency Plans of the Board of Treasury 

Nine months later (April 8, 1786) the Board of Tn'asury, con- 
sisting of SamiK'l Osgood and Walter Livingston, recommended to 
the consideration of Congress thn^e different coinage plans, the 
differences consisting chiefly in the sizes of the coins and the coinage 
ratio between silver and gold. All three of the plans recommended 
the silver dollar as the monetary unit, the decimal notation, and 
the (coinage of gold along with silver. Congress passed a resolution 
on August 8, 1786, in response to the recommendations of the Board 
of Treasury, providing for th(' coinage of gold, silver and copper 
coins, with the respective denominations arranged in decimal 
ratios. 

First Mint Ordinance 

On October 16, 1786, Congress passed an ordinance “for the 
establishment of the Mint of the United States of America, and for 
regulating the value and alloy of coin.” The mint ratio thus es- 
tablished, when allowance is made for coinage charges, was about 
15.22 to 1. 
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Before any considerable progress was made in carrying out 
these plans, the Government of the (\)nfederation ceased to exist, 
and the new National Government, under the Constitution, came 
into b(‘ing. TIk^ abov(^ developments w('r(^ therefore the back- 
ground for the coinage legislation of the national p(;riod. 

Thk National Period 

With th(' ratification of the ( -onstitution, the National Govern- 
mtmt was given the pow<T “to coin money, regulate the value 
thereof, and of for(^ign coin and fix the standard of weights and 
measun's’’ (Art. 1, sec. 8, par. 5); and this power was made ex- 
clusives by the provision (Art. 1, sec. 10) that “no state shall . . . 
coin money; (Tiiit bills of credit; make anything but gold and silver 
coin a tender in paymeait of de'bts.’^ 

The records of the Gonstitutional Convention and of the de- 
bates over the adoption of the' Constitution show that then^ was 
practically no (nmtrove'rsy over the provisions of th(^ Constitution 
relating to coinage'. The'y were e^veTywhc're takeai fe)r granted. 

On April 15, 1790, the Heaise e)f Re'pre'sentatives passed a resolu- 
tion orde'ring “that it be an instruction to the Secretary eif the 
Treasury to jirepare^ anel re'port to this House a proper plan or plans 
for the establishme'iit of a national mint.” 

Hami [.ton’s Report on the Mint 

Pursuant to this rese)lutie)n, Hamiltein submitted to the House on 
April 28, 1791, his Report on the Mint — a report which shows a 
remarkable understanding of the principle's of monetary science.^ 
The Report givc's a broad dis(;ussion of the qu(\stion of a proper 
coinage' policy for the new nation. It then undertakes to answer the 
following six (juestions, the first two of which are by far the most 
important. : 

(1) “What ought to be the nature of the money unit of the United 
States?” 

(2) “What the pro})ortion between gold and silver, if coins of both 
metals are to he established?” 

(3) “What the proiK)rtion and composition of alloy in each kind?” 

1 The Report will be found in the Annals of (V)ngres8, lat Congress, II, pp. 1582 
etseq.; alao in the Report of the I nlcrrialional Monetary Conference of 1878, pp. 454- 
484. 
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(4) “Whether the expense of coinage shall be defrayed by the govern- 
ment, or out of the material itself? ” 

(5) “What shall be the number, denominations, sizes, and devices of 
the coins?” 

(6) “Whether foreign coins shall be permitted to be current or not; 
if the former, at what rate, and for what i)eriod?” 

The Money Unit of the United States in 1791 

Before answering the question of what ought to be the money 
unit, Hamilton undertook to answer the question, what is the 
money unit; on the theory that the new unit ought, if praeti(;ahle, 
to have a value very clos(‘ to that of the existing one, so as to avoid 
disturbances in prides and wages, and in tlu^ redations betwT^en 
debtors and creditors. He concluded that, although the pound was 
the unit in the money of account of all the stat(\s, tlu^ dollar was 
best cntitUxl to b(‘ considenHl as the unit in the coins. The argu- 
ment in favor of the dollar, how('ver, h(^ found lost much of its 
weight from th(^ following considerations: 

“That species of coin has never had any settled or standard value, ac- 
cording to weight or fineness, but has been j)ermitted to circulate by tale, 
without regard to either, very much as a mere money of convenience, 
while gold has had a fixed price by weight and with an eye to its fineness. 
This greater stability of value of the gold coins, is an argument of force 
for regarding the money unit as having been hitherto virtually attached 
to gold, rather than to silver. 

“Twenty-four grains and six-eighths of a grain of fine gold, have cor- 
responded with the nominal value of the dollar in the several states, 
without regard to the successive diminutions of its intrinsic worth. 

“But, if the dollar should, notwithstanding, be supposed to have the 
best title to being considered as the present unit in the coins, it would 
remain to determine what kind of dollar ought to be understood; or, in 
other words, what precise quantity of fine silver.” 

After considering the fine silv(‘r contents of the Spanish dollars 
of different coinages and concluding that the more ancient and 
more valuable dollars were not then to be met with at all in cir- 
culation and “that the mass of those generally current is composed 
of the newest and most inferior kinds,” he found that the present 
unit was somewhere between a dollar of about 368 grains of fine 
silver and one of about 374 grains. 

Approaching the problem from another angle, he found the 
market ratio of gold to silver to be approximately 15 to 1, and 



330 


MONEY 


multipl 3 dng the fine gold equivalent of the dollar, namely, 2434 
grains by 15, he arrived at 371}^ grains of silver for the dollar — 
almost exactly the average of the fine silver weights of Spanish 
dollars of the two more recent issues. 

Approaching the problem, then, either from the standpoint of 
assays of the silvt^r dollars picked from the kinds then most widely 
circulating at the time, or from the standpoint of th(‘ amount of 
silver the dollar should contain in the light of the gold equivalent 
of the dollar in circulation and the market ratio Ix'tween the value 
of gold and silver, he arrived at a fine silver content of 371 to 372 
grains of fine silver. 

Hamilton Favors Bimetallism 

The next question considt'n'd by Hamilton was whether the new 
coinage^ sysU^m should be silver monometallism, gold monometal- 
lism or bimetallism. Up to that tinu;, lu^ said, tlu^ suggestions and 
proceedings had had for their object the anni^xing of the future 
money unit “emphatically to tlu^ silver dollar.” Dc'spite these 
prevailing ideas, however, he declared himsc'lf as “upon the whole, 
strongly inclinc'd to the opinion, that a preference ought to b(i 
given to iKiither of the metals for the money unit,” and that, “ per- 
haps, if either were to be prefi'rred, it ought to be gold rather than 
silver.” “Gold,” he said, “may, perhaps, in certain services, be 
said to have greater stability than silver; as, being of superior 
value, less liberties have been taken with it, in th(‘ regulations of 
different countries.” The value of gold he thought was less likely 
than that of silver to be influenced by circumstances of t;ommercial 
deniand, and the revolutions which might take pla(;c in the com- 
parative values of gold and silver in tlu' future he thought would b(» 
more likely to b(3 due to changes in the valiK^ of silver than of gold. 
However, these* advantages of gold over silver he did not consider 
suflfleient to justify the use of gold alone as a standard metal and he 
concluded that 

“upon the whole, it seems to be most advisable . . . not to attach the 
unit exclusively to either of the metals; because this cannot be done 
effectually, without destroying the office and character of one of them 
as money, and reducing it to the situation of a mere merchandise. . . . 
To annul the use of either of the metals, as money, is to abridge the 
quantity of circulating medium; and is liable to all the objections which 
arise from a comjjarison of the benefits of a full, with the evils of a scanty 
circulation.” 
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The use of the two metals as standard money he thought would also 
be of an advantage in the development of the country’s foreign 
trade since '"it is often, in the course of trade, as desirable to possess 
the kind of money, as the kind of commodities best adapted to a 
foreign market.” 


The Ratio Question 

Hamilton then took up a study of what should be the proper 
mint ratio between gold and silver, recognizing that th(^ mint ratio 
should conform as nearly as possible to the market ratio in the 
leading markets of the world, and that if a mint ratio materially 
different from this market ratio should be established, the over- 
valued metal would drive the undervalued metal out of circulation. 
After a lengthy discussion of the ratio question, he concluded with 
some hesitation that, all things considered, the best ratio to adopt 
would be 15 to 1. 

Summary of Hamilton’s Recommendations 

On this bavsis he concluded ‘Hhat the unit, in the coins of the 
United States, ought to correspond with 24 grains and ^4 of a 
grain of pure gold, and with 371 grains and }4 of a grain of pure 
silver, each answering to a dollar in the money of at^count.” 
Following the British practice, he favorc’d making both gold and 
silver coins He recommended the decimal system of 

notation. Six denominations of coins were recommended to begin 
with; namely, gold pieces of t(m dollars and of one dollar, silver 
pieces of one dollar and of t('n (rents and copper pieces of one cent 
and of a half cent. He did not (‘xp(ict many dollar gold pieces to be 
coined, saying that “the chief inducement to the establishment of 
the small gold pi('ce, is to have a sensible object in that metal, as 
well as in silver, to ('xpress the unit.” Hamilton recommended 
weights for the copper coins such that the value of the ccnns 
would “about correspond with the value of the copper and the 
expense of coinage.” The question of whether the mint should 
impose a charge for the coining of gold and silver brought to it he 
discussed, with the conclusion that 

“under an impression that a small difference between the value of the 
coin and the mint price of bullion, is the least exceptionable expedient 
for restraining the melting down, or exportation of the former, and not 
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perceiving that, if it be a very moderate one, it can be hurtful in other 

respects — the Secretary is inclined to an experiment of one half per cent. 

on each of the metals/’ 

As to foreign coins, Hamilton said the discontinuance of their 
circulation was a n(‘C('ssary part of th(' system contemplated for 
the new national coinage'. H(' recommeiid(‘d, however, that the 
foreign coins should be “suffered to circulate, precisely upon their 
pres(nit footing, for one year aftcT the mint shall have commenced 
its operations” and that thereafter their demonetization should 
be gradually extended over a period of two years. 

Mint Act of 1792 

On April 2, 1792, after a debah' whi(*h was concerned chiefly 
with the question whether a repres(*ntation of President Washing- 
ton should be stamped on th(^ ik'W gold coins or an emblem of 
Liberty with the word Liberty, the Senate standing for the former 
and the House for the lattc'r, th(^ Houses won, and the mint bill 
became law.^ In all important respects, save two, the mint act 
followed the recommendations of Hamilton’s report. These two 
we're: (1) the' de'iiominations of the coins to be minted; and (2) the 
fineness of the silver e^oins. 

As to the former, the act provided for all the denominations 
recommended liy Hamilton except the gold dollar, but added 
gold piece's of S5 and $2.50 and silver pieces of 50^, 25^ and 5^, 
thereby de'parting from the almost strictly decimal system of 
denominations recommended by Hamilton. The coins were there- 
fore to be e)f the following metals and demominatie)ns : 

Gold: $10, $5 and $2,50, dubbed, respectively, by the law “eagles,” 
“half eagles” and “quarter eagles.” 

I During the debate in Congrt'SH over the emblems to be used on the silver dollars, 
an amusing incident occurred, which is described as follows by Evans in his History 
of the United States Mint at Philadelphia, p. 15: 

" A member of the House from the South bitterly opposed the choice of the eagle, 
on the ground of its being the ‘ king of birds,’ and hence neither proper nor suitable 
to represent a nation whose institutions and interests were wholly inimical to 
monarchical forms of government. .Judge Thatcher playfully, in reply, suggested 
that perhaps a goose might s\iit the gentleman, as it was a rather humble and 
republican bird, and would also be serviceable in other respects, as the goslings 
would answer to place upon the dimes. This answer created considerable merriment, 
and the irate Southerner, conceiving the humorous rejoinder as an insult, sent 
a challenge to the Judge, who promptly declined it. The bearer, rather aston- 
ished, asked, ‘Will you be branded as a coward?’ ‘Certainly, if he pleases,’ replied 
Thatcher: ‘I always was one and he knew it, or he would never have risked a chal- 
lenge.’ ” 
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Silver: SI, 25^, 10^ and 5 (/', dubbed, respectively, “dollars or 
units,” “half dollars,” “quarter dollars,” “dismes” and “half 
dismes.” 

Copper: “cents” and “half cents.” 

Both gold and silver coins w(‘re all to be made ^ If 2 ((equiva- 

lent to a decimal fineness of .91667) according to Hamilton’s recom- 
mendation. C/ongress, however, for all the silver coins substitiited 
a fineness of .89240. Thee objcect of this departure from Hamilton’s 
recommendation was to make the amount of alloy in the silver 
dollar such, that when added to the 37134 grains of pure silv('r in 
the dollar it would giv(‘ th(‘ coin a gross w(ught of 416 grains — the 
estimated approximate' weight of th(' Spanish milled dollar then in 
circulation. 

A ratio of 15 to 1 was adopt('d, th(^ fine silver (content of a 
silver dollar, 371 hi grains, beung made (exactly 15 timers th(^ fimi 
gold contc'iit of a dollar g(^ld, 24hf grains. 

No coinage cliarge* was to be imposed if the iktsoh bringing the 
bullion to th(‘ mint would wait for his coin until th(‘ bullion could 
be minted; but, if lu' took his coin at once, a charge of 34 of 1 per 
ccuit was to be imposed. 

Silv(‘r coins of all denominations WTre to be made of the same 
firu'ness and of w(ughts proportionate to their respective values. 

All gold and silver coins were made unlimited legal tender. 

The coppcT coins authorized by th(‘ mint act and the subsequent 
act of May 8, 1792, carried practically their full value in their 
copper content. 

Debasement of coins or embezzDment of metal by officers or 
employee's of the mint wns declare^d to be a felony and was punish- 
able by death. 

The disposition of the foreign coins in circulation was not cov- 
ered by the mint act but was Eft for later le'gislation. 

How did the system of bimetallism established by this act work? 

American Bimetallism in Practice 

The United States was le^gally upon a bimetallic standard from 
the Mint Act of 1792 to the Coinage Act of 1873, although within 
that time, for two p)eriods, viz., 1814-1817 and 1862-1878, most 
of the country was actually on a fiduciary paper money standard. 

America’s experience with actual bimetallism may be conven- 
iently divided into two periods: (1) the period of the 15 to 1 ratio 
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from the Mint Act of 1792 to tlu* Coinage' Act of June 28, 1834; 
and (2) the period of ratios of approximately 16 to 1 from the Act 
of 1834 to the suspension of specie payments December 30, 1861. 
During the first of these periods the mint ratio overvalued silver 
and during the second it overvalued gold. 

The Period of Overvalued Silver 

On July 31, 1792, the cornerstone was laid of a building in 
Philadelphia to b(' useal as a mint — the first building to be erected 
by the new National Government for public purpose's. The' we)rk 
of coinage began in Octobe'r, 1792, with the minting of a small 
amount of silver. Copper coins were first minted in 1792 and gold 
coins in 1795. 

At first the affairs of the mint were assigne'el to the' Dei)artment 
of State e)f which Jefferson was Secretary, but in 1795, in re^spemse 
to a letter to Washington writte'ii by Hamilte)n the day he re- 
signed fre)m the Cal)inet, they were transferred to the Treasury 
De^partme'iit, under which they have been ever since. 

The Director of the Mint Fails to Follow Legal Ratio 

In considering th(^ ojx'ration of th(' coinage' sysb'in established 
under the Mint Act of 1792, the first fact to note is that the^ legal 
ratio of 15 to 1 established by the act was not followed during the 
first three years of our national coinage^ syste'in.^ The first Direc- 
tor of the Mint, David Ritt^'iihousc', object'd to the decimal fine- 
ness of .8924 established by the law for silver coins, on the grounds 
that it was a clumsy fraction to operate with in tlu^ work of coin- 
age, and that it gave such a large percentage of alloy as to make 
the silver coins ‘Too black.’' Relying on the belief that Congress 
would promptly follow his recommendation and change the fine- 
ness to .900 for all silver coins, he proceeded to mint all silver 
coins on a basis of .900 fine. This would have done little damage 
had he made the change by reducing the amount of the alloy, 
leaving the fine silver conb'iit at 37134 grains, but in order to 
realize the fineness of .900 he raised the fine silver content of a 
dollar of silver money to 374^4 grains — an increase of nearly 

1 The use of a mint ratio different from that provided by law was said many 
years later to have been sanctioned by both Secretary of State Jefferson and the 
Secretary of the Treasury. See, letter of Representative Campbell P. White to the 
Director of the Mint, Dr. Samuel Moore, under date of April 25, 1832. Report of 
Committee, 23d Congress, Ist Sess., Vol. II, No. 278, pp. 74-75. 
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I per cent. This made the actual ratio approximately 15.14 to 1, 
instead of the legal ratio of 15 to 1. Congress did not make the 
change in ratio Rittenhouse exf)ected, and accordingly until this 
illegal practices was stopped in November, 1795, persons bringing 
silver to the mint received approximately 1 per c(mt less dollars 
for their silver than tlu^y were entitled to receive* under the law.* 

Foreign Coins 

It has been noted that the Mint Act of 1792 made no reference 
to foreign coins. The ]:)rop(^r tn'atment of these coins pr(*sent(^d 
to the new Government a difficult ])roblein, which led to con- 
siderable legislation over a period of many years, and was not 
finally soIvchI until 1857. Into the details of this history we can- 
not go, although occasional n'fen^iKU's to it wall be made later, 
and here a few of the high spots wall b(^ noted. 

An Act of February 9, 1793, declared that ^‘from and after the 
first day of July next , forc'ign gold and silvc'r coins shall pass cur- 
nmt as money . . . and be a legal t('nd('r for the payment of all 
debts and d(;mands” at certain rates in Unilx'd State's monc'y 
specified for designated foreign coins; gold coins to be* takem ac- 
cording to their waaghts and silver coins at sp(‘cifi(‘d valiuis pro- 
vided the coins did not fall below^ the minimum w^aghts men- 
tioned in the law. Jlie Act furth('r i)r()vid(*d that at tlie expiration 
of three years after the time wlu'ii the' coinage of gold and silver 
“shall comriKaKa^ at the mint of the Unitx'd States, (which time 
shall be announced by the* proclamation of the President of the* 
United States,) all foreign gold coins, and all foreign silver coins, 
except Spanish milled dollars and parts of such dollars, shall 
cease to be a legal tender ...” 

President Adams, on July 22, 1797, issued a proeJarnation pur- 
suant to the above law nimoving the legal-tender (piality from all 
foreign gold coins after July 31, 1797, and from all foreign silver 
coins, except Spanish milled dollars and parts of such dollars, 
after October 15, 1797.^ In consequence of the inconveniences 

1 For an account of the use of this illegal ratit), see Carothers, Fractional Money, 
pp. 69-71. 

2 About four months after the issuance of this proclamation, a treasury circular 
was sent to collectors of customs and supervisors of the revenue, referring to the 
proclamation and saying that since the Bank of the United States had consented to 
receive foreign silver coins at the rates at which they had previously been legal 
tender, they would be received as before by the government in payment of taxes 
and other government dues. Finance. Report, I, p. 503. 
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resulting from the withdrawal of the legal-tender quality from 
this foreign money, Ckmgress reinstated foreign coins as legal- 
tender mom^y for a period of about three years by an Act of 
February 1, 1798, TIk' legal-tender quality of thc'se (^oins expired 
by limitation in 1802, but was again restored by CVnigress in 1806 
for another pc'riod of thnn^ yc'ars. In DecembcT, 1810, a committee 
of th(? Hous(‘ of Repr(‘s('ntatives n'commc^nded that th(^ legal 
circulation of tlu'sc' for(‘ign coins should be restorc'd bectause there 
was not sufficient coin in circulation without th(‘m.^ This recom- 
memdation, however, was not followed, and foreign coins, exc^t^pt 
Spanish dollars and thc'ir fractions, ceased to be legal tender in 
the United States in 1809. TIjls, however, did not prevent them 
from continuing to (drculate in substantial quantities. 

United States Gold Coins, 1792-1834 

There has been consid('rabl(i dispute as to whether the ratio 
of 15 to 1 r(H’ommend(‘d ])y Hamilton and followed by the mint 
act was at the time in conformity with tlu^ market ratio in the 
leading markids of the world or not, and it was lat(T claimed by 
Thomas Benton and otluTs that. Hamilton deliberately under- 
valued gold with the idea that it would thereby b(^ driven out of 
circulation and thus would create a vacuum in the circulation 
into which the bank notes of the first United States Bank might 
readily flow. TIk'h; is very littk' evidcaitu^, however, in support of 
this claim, and the verdict of history seems to b(' that Hamilton 
conscientiously tried to recommend a mint ratio that was in con- 
formity with the market ratio at the tinu‘. He apparently su(;- 
ceeded, but the marked, ratio soon changed and for many ye^ars 
th('reafter ruled substantially higher than 15 to 1.^ This con- 
(dusion will be borne out by a reference to the chart opposite 
page 336 which shows the average annual ratios for this period 
in the Hamburg market, then the dominant silver market of the 
world. 

For not a single year of the period 1792 to 1834 did the average 
market ratio fall below 15 to 1, and for only three years of the 
entire period did it fall below 15.17 to 1. The average ratio for 
the entire forty-three years was 15.61 to 1. From the establish- 

^ Finance Report, II, pp, 450-457. 

2 See annual ratio figures computed by Adolf Soetbeer and given in his EdeU 
metall-Produktion, pp. 130-181. 



FRENCH AND AMERICAN BIMETALLISM 337 


ment of the mint to 1834, therefore, thr' yVmeriean mint ratio 
overvalued silver and undervalued gold,^ thereby encouraging 
the flow of silv(‘r to the mint and discouraging the flow of gold 
and also (meouraging the melting down of any new gold coins 


Coinage op" Gold and Silver at the United States Mint 
1793-1833 



1796 1800 1805 1810 1815 1820 1825 1830 


that were mint(‘d. Furthc^rmore, as we have seen,^ France, under 
her monetary law of 1803, opiaied her mints to the coinage of gold 
and silvi^r at an (effective ratio of 15.69 to 1, so that France, with 
probably the largest coin circulation at the time of any country 
in the world, was attracting gold from this country for coinage 

* For one year, 1793, when the market ratio averaged 15.00 to 1, the mint ratio 
overvalued gold and undervalued silver. 

2 Supra, pp. 319 and 320. 


Million Dollars 
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purposes. Flying in the face of th(‘ bullion market, and of the 
mint ratio of France, we could not have reasonably expected to 
get much gold at our mint, nor to keep in circulation much of 
what we coined. When one considers the extent to which we un- 
dervalued gold at our mint during this period, it is surprising that 
we got so much gold as we did. 

The chart on the preceding page shows the coinage of gold and 
silver by years from 1793 to 1833.^ During that entire period 
we coined only SI 1.8 million of gold coins; while France coined 
S200 million, or over 17 times as much. 

Gold Disappears from Active Circulation 
There has been some dispute as to when gold coins began to 
leave the United States in substantial quantities. Laughlin ^ 
supports by some evid(aic(‘ his claim that ‘‘gold began to disap- 
pear as early as 1810, if not befor(\ and that little of it was in 
circulation by 1818.” The evidence, however, sec'ms to b(‘ stronger 
for the (^laim that gold did not leave the country in any consider- 
able (quantities until about the time of the great increase in the 
foreign demand for gold accompanying England’s return to specie 
payments.^ 

A report of the House Committee on th(i CurrtTicy made Febru- 
ary 2, 1821, declared that: 

“It is ascertained, in one of our ])rincipal commercial cities, quite in 
the vicinity of the mint, that the gold (join, in an office of discount and 
deposit of the Bank of the United States, there located, in November 
1819, amounted to $165,000, and the silver coin to $118,000. That since 
that time, the silver coin has increased to $700,000, while the gold coin 
has diminished to the sum of $1,200, $100 only of which is American. 
And it is then stated, that the vaults of the state banks, in the same city, 
having a capital, in the aggregate, as is believed, of nearly $8,000,000. 
exhibits a similar result. It is scarcely to be doubted, that on examina- 
tion in the other commercial cities similar additional proof would be 
furnished.” 

Samuel Moore, Director of the Mint, wrote to the Secretary of 
the Treasury, S. D. Ingham, September 30, 1829: “I find no trace 

1 The coinage figures on which the chart is based are given in the United States 
Treasury Department Circular No. 52 of July 1, 1912, pp. 52 and 53. 

2 Laughlin, J. Laurence, History of Bimetallism in the United States, pp. 28-30. 
* Of course, there was little specie, either gold or silver, in active circulation dur- 
ing the period of the suspension of specie payments from the summer of 1814 to the 
spring of 1817 — in fact, until some months later — for specie payments were far 
from being completely resumed in the spring of 1817. 
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of a premium on gold, in this city, Philadelphia, before 1821, for 
the purpose of export and remittance, in preference to bills of 
exchange.” John White, Cashier of the Baltimore Branch of 
the United States Bank, wrote Secretary Ingham, Novem- 
ber 16, 1829: 

“ . . . The disappearance of our gold coin is altogether attributable to 
the reformation in the currency of England, which created an mi- 
preredented demand, i)robably not less in amount than tweidij millions 
of pounds sterling, and the great change thus unavoidably produced in 
the denomination of f)ur specie basis, (gold having been so abundant pre- 
viously, that I was enabled to transmit to the Parent Bank, from this 
office, between November, 1819, and June, 1820, upwards of $240,000,) 
has excited public attention . . 

In its Report of February 22, 1831, on coins the C. P. White Com- 
mittee of the House of Representative's said: ''It does not appear 
that there^ was any (‘xport of gold from the United States, of 
consequence, from 1792 till 1821 ...” 

Regardless of the exact time when the gold went out, there was 
apparently little gold in circulation b(*twe(‘n 1821 and 1833. Dur- 
ing thos(^ yc'ars th(^ market ratio between gold and silver ruled 
high, and the low mint ratio of 15 to 1 in the United States was 
especially unfavorable to gold. 

Th(‘ coinage of (eagles was discontinued in 1804 and from that 
time until 1833 the gn^at bulk of the gold coins minted were half 
eagles. 

Silver Coins 

A reference to the chart on page 337 will show that during 
the period 1793-1833 the coinage^ of silver was much larger than 
that of gold, although the preponderance of silver coinage was 
not pronounced until after 1820. From 1793 to 1820, inclusive, 
the total coinage of silver was in round numbers $11.0 million as 
compared with $7.4 million for gold; but for the entire period 
1793-1833, inclusive, the silver coinage was, in round numbers, 
$36.3 millions, while th(i gold coinage was only $11.8 millions. 

Coinage of Silver Dollars Discontinued 

The life of the new American silver dollars during this first 
period of our national coinage history was brief. Although these 
dollars contained less silver than unworn Spanish milled dollars 
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of the more recent dates, they contained more silver than the 
clipped, bored and sweated pieees usually found in circulation. 
The new dollars were quickly picked up by dealers who sent 
them through trad(' channels to the West Indies, where, on ac- 
count of their brightnc^ss, they mad(' a strong appeal to the native 
population, and wen' readily exchanged for the h('avi('r Spanish 
dollars which wen' in circulation there. These Spanish dollars were 
then brought to the Unitc'd States and })ut in circulation after 
some of the silver had been abstracted from them by clipping, 
sweating or boring. 

The transaction was a ])rofitabl(i one to th(^ coin and bullion 
dealers, but n'lidc'red the coining of new dollars ])y the mint of no 
advantages to the country. To meet tlu' situation President Madi- 
son wrote the Dirc'ctor of the Mint, Novemlx^r 1, 1806: 

“ ... In consequence of a re{)resentation from the director of the 
Bank of the United States, that (considerable purchases have been made 
of dollars coined ?it the mint for the pur])()se of exj)orting them, and as 
it is probable further ])urchases and ex}>ortations will be made, the Presi- 
dent directs that all silver to be coined at the mint shall be of small 
denominations, so that the value of the largest pieces shall not exceed 
half a dollar.” 

The coinage of silver dollars was accordingly discontinued, and 
was not resumed until 1836. From the opening of the mint to 
1805, when the last silver dollars were coined, their total coinage 
was only $1,435,517. 

Importance of the Half Dollar 

The most striking fact of the coinage of 1793 to 1833 — a fact 
overlook(‘d by most writers on American monetary history — 
W8iS the gr(;at prcpondc'rance of half dollars. How pronounced this 
was will b(c seen when it is noted that of a total silver coinage for 
this pc'riod amounting in round numbers to $36.3 millions, $33.0 
millions or 90.9 per cent, consisted of half dollars. Silver dollars 
comprised 4,0 per c('nt of the total and fractional silver of the 
denominations below 50 c(uits (i.e., 25^, lOfii and 5fi) amounted to 
$1.9 million, or 5.1 p(;r (cent (see chart on page 337).^ 

1 Annual coinage figures by denominations are given in U. S. Treasury Depart- 
ment Circular No. 52 of .July 1, 1912, ‘‘Information Respecting United States 
Bonds, Paper Currency, Coin, Production of Precious Metals, etc.,” pp. 62 
and 53. 
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Chief among the reasons for the relativ(‘ly larg(* (coinage of 
half dollars were the following: ^ 

(1) After the disappearance from circulation of the American 
silver dollar, the half dollar was the only American coin between 
the 25-cent piece and the gold quarter t'agle. It was therefore 
called upon to fill a very large gap — one that grew larger as the 
gold coins were driven out of circulation. With the disappearance 
of gold, moreover, the half dollar became the most convenient 
coin for purposes of bank reserves. 

(2) Dollar for dollar the 50-cent piece was cheaper to coin than 
th(' smaller silver coins. The time and expens(^ required for coin- 
ing a dime or half dime were almost as great as were required for 
coining a 50-cent piece. From the b('ginning of its history the 
mint had been under criticism because of its expensiveness and 
n^peated efforts had been made to have it closed. Naturally, 
therefore, th(‘ mint authorities in coining th(i bullion brought to 
them showed prt'ference for the half dollar — the denomination 
that could be coined most cheaply. 

(3) Pc'rsons bringing bullion to the mint for coinage were re- 
quired cither to pay a brassage charge of on(;-half of 1 per cent, 
or wait for tlu'ir moiu'y until the bullion could be coined. The 
delay was longer when the bullion was coined into the smaller 
d(mominations. 

Although the coinage of silver half dollars was substantial, it 
must not be thought that these coins played a very important 
role in hand to hand circulation. Apparently the bulk of those 
remaining in the country were held in bank reserves. Some of them, 
moreover, were (exported to India, China and the West Indies. 
Theur exportation, however, was not as profitable as that of the 
silver dollar, for twice as many coins had to be collected for the 
same money value, and the half dollars were, on the whole, more 
abraded than the dollars. None the less, just as the new over- 
valued silv(T coins tended to drive out of circulation the under- 
valued gold coins, so likewise did the worn and clipped foreign 
silver coins tend to drive out the new American silver coins, while 
the excessive issues of bank notes, many of them running down to 
fractional denominations, were continually exerting an influence, 
under Gresham’s Law, toward driving out of circulation all coins 
having a large bullion content in proportion to their money value. 

I Cf., Carothers, op. cU., pp. 76-78. 
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Disappearance of United States Silver Coins from 
Circulation 

As early as 1799 the Director of the Mint reported that the 
practice of meriting down the coin of the United States by work- 
men in gold and silver was becoming “too common to the manifest 
loss of the United States. ^ From a valua})le report on “The 
State of the C'urrent C'oins” submitted to tlui Senate by Senator 
Sanford from a Select Committee, January 11, 1830,^ the follow- 
ing ('sti mates are taken: 

The coins of all kinds in the United States amounted to about 
$23 million in 1830. Of this amount about $14 million consisted 
of American coins — practically all silver ^ — about $5 million con- 
sisted of Spanish dollars and their parts; and about $4 million 
of various other foreign coins. In th(' opinion of the Committee,^ 
mon; than one-third of our Americ’an coined silver, amounting to 
not less than $11 million, had departed from circulation. Almost 
all th(i (‘arly silver coins of our mint, th(‘ Committ('(^ held, had dis- 
appean'd, making th(' greater portion of the American silver coins 
then current those that had been coined within the previous ten 
years. 


Foreign Silver Coins 

The Spanish coins in circulation were said to have averaged 
about 7 per cent below their legal w(‘ights, and about 6 per cent 
below the weights of corresponding American coins. The great 
bulk of the Spanish coins, how(*ver, were of dcaiominations be- 
low a half dollar, and these were the coins that had been most 
mutilated and abraded. For the various denominations of 
Spanish coins the estimated average diminutions of weights were 
as follows: 

‘ Finance Report, I, p. 610, 

~ Senate Doc., 21st Congress, 1st Seas., No. 19. 

The C. P. White Select C’ommittee's Report to the House, of February 22, 1831, 
estimated the total national silver coins then in circulation as not likely to exceed 
seven to eight million dollars. House Report No, 278, 23d Congress, Ist Sess., 
Vol. I. p. 67. 

* The Director of the Mint in a letter sent to the White Committee of the House, 
and cited in its Report of Feb. 22, 1831, said: ^‘The specie of the United States 
Bank is now nearly eleven millions, and of this amount they have less than two 
millions in our coin — a sum which does not exceed the amount delivered that bank 
from the mint within the present year.” Ibid,, p. 72. 
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Dollar about 1% 

Half dollar “ 3% 

Quarter dollar “ 6% 

Eighth dollar “ 11% 

Sixteenth dollar “ 19% ^ 


Light-woight foreign coins, however, had the same purchasing 
power in curn'iit trade as heavy American coins (or as heavy for- 
eign coins). On this subject the C. P. White Committee of the 
House in its Report of June 30, 1832, said: ^ 

“The small change in use was long exclusively, and is yet partially, 
Spanish coins, greatly debased by wear; yet, until recently that the 
banks have made some objections to receive large amoiniU of quarter 
dollars by tale, these small coins have circulated without the slightest 
inconvenience or disadvantage, though the coins of 25 cents are believed 
to lje defective about 4 per cent.; 12}^ cent j>ieces from 10 to 12 per 
cent.; and tho.se of 034 cents from 15 to 20 per cent.; and it may be 
noticed, as a striking illustration of the effect of a limited supply, that 
these small defective coins are as readily received and disbursed by re- 
tailers as our own recent is.sucs of perfect coin, of twenty-five, ten and 
five cents each.” 

Hence, under the iufliKuice of Gresham^s Law, there was a 
tendency for a progrc'ssivo deterioration of the currency, the 
poorer coins always tending to drive' out the better ones. The 
b(‘tter coins wen' worth more as bullion, or as money abroad 
than as money in tho United States, and they simply moved to 
the b(\st market. 

In the early thirties of the last century, therefore, our supply of 
coins in the United States was very meager, and their condition 
was far from satisfactory. There were few gold coins in circula- 
tion, and no silver dollars. A large proportion of the fractional 
silver coins consisted of clipped and worn foreign coins of small 
denominations. The half dollar was the principal American coin. 

Agitation for Monometallism 

About 1830 there were many influential people in the country 
who believed that bimetallism was fundamentally unsound, and 
that the United States should adopt a single standard. A good 
example of this position is found in the letters and reports of 
S. D. Ingham, who was Secretary of the Treasury from the spring 

1 Sanford Committee Report, Senate Document, 2l8t Congress, Ist Sess., No. 19, 
p. 9. 

2 Report Committee, 23d Congress, Ist Hess., II, No. 278, p. 16. 
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of 1829 to the summer of 1831. Ingham was one of the most active 
defenders of monometallism in American public life at that time. 
In a report to the Senate, dated May 4, 1830, he said : ' 

‘‘The proposition that there can be but one standard in fact is self- 
evident. The option of Govcnirnents charged with this duty is therefore 
between having i)roperty measured sometimes by gold and sometimes 
by silver, and selecting that metal which is best ada])ted to the jmrpose 
for the only standard. . . . All agree that measures of weight and 
capacity should be based on a unit, determinable by some fixed law of 
nature; and none will pretend that this measure could be jierfected by 
referring to two or more variable laws, having no connection or ecpializ- 
ing principle to correct their aberrations.'^ Yet such is the theory of 
two standard measures of j)roi)erty. It may, indeed, be alleged that the 
supply and demand, or value of either gold or silver, is not governed by 
an invariable law; but this will not prove that the value of both is 
less variable than that of either, and still less that the variations of the 
one will counteract those of the other.” 

And again ho said : ^ 

“The values of gold and silver, compared with each other . . . are 
liable to fluctuations, resulting from the operations of human enter- 
prise, the political convulsions of nations, and from the laws of nature, 
which can neither be antici})ated, controlled, nor averted. And even if 
all other causes which affect the supply and demand of the precious 
metals were uniform, every new mint regulation, changing the legal 
relative values with a view to conforming them more nearly to the true 
values, must produce a change in the true value of the metals, by creat- 
ing an increased demand for that which is raised, the extent or effect 
of which cannot be calculated; and hence a new fluctuation is caused by 
the measure designed to correct an existing error. ... A simj:)le and 
certain remedy is within the reach of all. This remedy is to be found in 
the establishment of one standard measure of property only.” 

Gold Monometallism vs. Silver Monometallism 

Although there w(Te many advocates of the single standard at 
that time, then^ was a difference of opinion as to which of the two 
precious metals should be adopted as the standard. Secretary Ing- 
ham hims('lf favored the silver standard. The standard measure 
of property h(» thought should be made of “a metal sufficiently 
abundant to enter into general circulation, determining values in 

1 See International Monetary Conference Report of 1878, p. 578. 

2 The claim that there is such an equalizing principle is the basis of the present- 
day theory of bimetallism. Supra, pp. 84-91. 

3 Ibid,, p. 677. 
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small as well as large transactions.” ^ In a country like the United 
States where the great bulk of the transactions of any size were 
performed by means of pap(T money, he thought the absence of 
gold coin from circulation would not be a serious inconvenience. 
He pointed out that we had had long experience with a currency 
without gold, but very little with a curreru^y without silver. The 
inconvenience of th(i former, h(i held, had been slight, but the in- 
convenience of the latter he thought would be serious. If any 
event should drain off our silver coins, their place, h(^ said, would 
be “supplied, not by gold, but by small bank notes and papier 
tokens, which are the most obnoxious of all the various materials 
for currency.”'-^ The Director of the Mint, Samuel Moore, also 
favored silver monometallism.''* 

At this time Jackson was having his fight with the United 
States Bank and tlure was a tendency for the pro-bank people' to 
advocate either the silver standard or a low bime^tallic ratio favor- 
able to silver, because either of these plans would be favorable to 
a large circulation of bank notes. It was with gold rather than 
with silver that^ bank notes (‘ompeted to be the money of hand to 
hand circulation. For the opposite reason, anti-bank people were 
inclined to favor either the gold standard or a high bimetallic 
ratio favorable to gold. 

Advocates of the gold standard claimed that gold was prefer- 
able to silver as the standard money metal, because it was more 
stable in value — a contention that silvc^r standard advocates 
denied. Thc^y held that, und(?r a gold standard, silver could be 
kept in circulation in sufficient quantities to meet all needs, by 
th(^ expedient of limiting the coinage of silver and making it 
fiduciary money, with limited legal tender. They pointed to the 
success of the gold standard in England, with its fiduciary silver 
coinage, and to the desirability of our having a standard con- 
forming to that of the country with which we had our largest 
trade relations. The gold standard was believed to be pn^ferable 
to the silver standard also because a given amount of money was 
cheaper to coin in the form of gold coins than of silver coins; the 
expense, for example, of coining one gold eagle being much less 
than that of coining ten silver dollars. 


^ Cf., International Monetary Conference Report of 1878, p. 578. 
2 Ibid., p. 576. 

* See White Report, No. 278, p. 78. 
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The hands of gold monometallists were strengthened by the 
fact that at about that time some gold discoveries were made in 
Georgia and North Carolina which fired the imagination of many 
people and created special and local interests favorable to legisla- 
tion that would give prefenmee to gold. 

Arguments for Continuing Bimetallism 

Nonetheless, the majority of thinking people apparently still 
favored bimetallism, which they saw succeeding in Franc!(‘, and 
which they did not think had been given a fair trial in the United 
States. One of the strongest advocates of the continuance of bi- 
metallism was Albert Gallatin who had been Secretary of the 
Treasury from 1801 to 1813. In a letter to Secretary Ingham, 
dated December 31, 1829, Gallatin strongly declared himself in 
favor of the continuance of bimetallism.^ He supported his posi- 
tion by pointing to what he claimed to be the success of bimetallism 
in France, where he had been United States Minister from 1816 to 
1823. The inconveniences arising from the simultaneous use of 
gold and silver as standard metals consisted wholly, he said, in the 
fact that wIk'u the market ratio varied from the mint ratio the 
debtor would pay in the cheaper metal. This disadvantage was not 
a serious one, he held, because in all those instances when the 
cheaper metai reinain(‘d the more stable in value, a single standard 
based upon the metal that was dearer would be more unjust. But 
the stronger answer he found ^ in the fact that the fluctuations in 
the relative values of gold and silver were usually very slight, ‘‘k^ss 
in amount than th(^ fluctuations, (‘ither in the value of the precious 
metals, as compared with that of all other commodities, or in the 
relative value of bullion to coin, and even than the differences be- 
tween coins . . .” So small were these fluctuations in the relative 
values of the two kinds of coin, that, as regards relations between 
debtor and creditor, he thought they might be ignored. 

The New Mint Ratio and the Overvaluation of Gold 

The new coinage system had not been in operation many years 
before it was realized that the 15 to 1 ratio was out of harmony 
with the market ratio and with the mint ratio of France. Agitation 
in favor of raising our mint ratio to approximately the mint ratio 

1 International Monetary Conference Report of 1878 , p. 696. 

2 Ibid ., p. 696. 
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of France became increasingly strong after about 1820. A Select 
C'ommittee of the House of Representatives on the subject of the 
relative values of gold and silver coins of the United States, 
made a report to the House on February 2, 1821, favoring an 
increase of our mint ratio to about 15.6 to 1. The Committee 
said that: ^ 

“ on inquiry, they find that gold coins, both foreign and of the 
United States, have, in a great measure, disap))eared; and, from the 
best calculation that can be made, there is reason to af)i)rchend they will 
be wholly banished from circulation. . . . There remains no longer any 
doubt that the gold coins of the United States are, by our laws, rated at 
a value lower than in almost any other country in com])arison with that 
of silver.” 

Secretary of the Treasury Ingham made a long report to the 
Senate, May 4, 1830, on the question of the desirability of changing 
the ratio. H(' said that, if bimetallism were to be continued and an 
(‘ffort mad(^ to restore gold to the circulation, probably the best 
ratio to adopt w^ould be 15.625 to 1. Albert Gallatin a f(^w months 
b('fore had maintained that the French ratio of approximately 
15.69 to 1 was ai)parently very close' to the true' market ratio be- 
cause the French mint had been abundantly supplied with gold and 
silver for the last twTnty-five years. ^ He favon'd a ratio for the 
United State's of abe)ut 15.6069 te) 1."* The C. P. White Committee 
of the^ House in one of its reports (that of February 22, 1831), al- 
though it preferred a single silve'r standard and desired gold coins 
if placed in circulation at all to be treated as subsidiary mone^y 
‘‘restricte'd to small payments,” favore;d the ratio of 15.625 to 1. 
Again in its report of June 30, 1832, the Committee ende)rse'd this 
ratio. The Dire^ctor of the Mint, Samuel Moore, favored the single 
silver standard, but said that, if both gold and silver were to bo 
coined, the ratio of 15.62 to 1 recommended by the Committee did 
not appear likely to produce any disturbance in the currency.^ In 
1832 the White Committee introduced a bill for coinage reform pro- 
viding for the ratio of 15.625 to 1; and two years later, after much 
delibi'ration, introduced a new^ bill February 19, 1834, also providing 
a ratio of 15.625 to 1 ; although imposing coinage charges that would 

' Finance Report, 111, pp. 660-661. 

^ International Monetary Conference Rejwrt of 1878, pp. 558-672. 

3 Ibid., p. 591. 

* Ibid., p. 594. 

6 C. P. White Report, No. 278. p. 78. 
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have made the effective ratio about 15.7 to 1. At a later date, 
Thomas H. Benton who became' a h'ader in Congress on monetary 
questions said that the ratio of 15.62 to 1 in 1834 was the “ratio of 
nearly all who were best calculated, from their pursuits, to under- 
stand the subject.” ' 

Coinage Acts of 1834 and 1837 

Despite all the reasons favorable to a ratio conforming closely 
to the French ratio and the market ratio and despite the White 
Committee’s having favored such a ratio (if biiiK'tallism W('re to 
be continued) in at k'ast three' congressional re'ports and in an even 
larger number of bills which it had reported favorably to (Vmgress, 
the ratio in the final bill was suddenly changed without explanation 
from 15.625 to 1 to 16.002 to 1, and tlu' bill was hurriedly forcjed 
through Congress, be'coming law June 28, 1834. 

The motives for tliis sudden change in the ratio have never 
been satisfactorily explained. The two motives most commonly 
given, however, are: (1) that it was designed to help the gold 
industry tlu'n developing in the Southern slopes of the Alle- 
gheni(‘s,2 and (2) that it would help drive out of circulation the 
notes of the Second Unib'd States Bank — an institution which 
at that time was receiving sledge'-hammer blows from President 
Jackson. 

The Act of 1834 left all the silver coins unchang(?d as to weight 
and fineness. It reduced the gross weight of a dollar of gold coin 
(whether in the form of eagles, half eagles or (piarter eagles) from 
27 grains to 25.8 grains, and the pure gold content from 24.75 
grains to 23.2 grains. The ik^w gold coins therefore were given 
gold contents of about 6.7 per cent h^ss than the corresponding 
coins under the old law. The new gold coins had a decimal fineness 
of .8992 — an odd decimal fineness involving a repeating fraction — 
that proved unsatisfactory for th(^ mint to work with, and which 
was accordingly raised to .900 by an Act of January 18, 1837, that 
raised the gold content of a dollar of gold coin from 23.2 grains to 
23.22 grains — the content of all our gold coins down to 1933 when 
the coinage of gold was discontinued. The Coinage Act of 1834 
also decreased the amount of alloy in the silver coins, reducing the 
gross weight of a dollar of silver coins from 416 grains to 4123^ 

^ International Monetary Conference Report of 187S, p. 6S.5. 

Cf., House Executive Doc., 3;id Congress, 2d Sess., Vol. II, No. 3, p. 279. 
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grains, but leaving the fine silver content unchanged at 37134' 
grains to the dollar. Since the Act of 1837 all of our gold and silver 
(;oins (except the 3-cent silver piece for a brief period) have been 
.900 fine. The change in the gold coins made by the Act of 1837 re- 
duced the value ratio of gold and silver at the mint from 16.002 
to 1, established by the Act of 1834, to 15.9884 to 1. 

The Act of 1834 made the old gold coins receivable in all pay- 
ments at the rate of 94.8 cents per penny-weight, which was their 
bullion value in terms of the new gold coin. 

A reduction of 6.7 per cent in the weight of the pure gold in 
United States gold coins at most later pc^riods in our history would 
have b(Km a serious debasement of our currency. Such was not the 
case, however, in 1834, because practically no United States gold 
coins had circulated for over a decades, during which time United 
States gold coins had borne a premium. Persons contracting debts 
during that period contemplated their paymtmt in United States 
silver coins, or Spanish silver coins or their etpiivalents in bank 
notes, and the Act of 1834 did not aifect the silv(^r content of these 
coins. Nonethel(\ss, as we shall sec later, there was a slight debase- 
ment, because^ the new gold coins prov('d to be worth slightly less, 
dollar for dollar, than the American silv(‘r coins then in circulation 
and therefore' they slowly drove th(‘ latter out of circulation, 
the^reby making the gold dollar the actual monetary unit in place 
of the dollar of fractional silve'r coins. 

The Act of 1837 disc.ontiniK'd all coinage charges. To enable the 
mint more promptly to pay persons bringing bullion to it for coin- 
age, the Act (Sec. 31) declared that: 

“ ... It shall be the duty of the Secretary of the Treasury to keep in 
the said Mint, when the state of the Treasury will admit thereof, a de- 
posit of such amount of public money, ()r of bullion procured for the 
purpose, as he shall judge convenient and necessary, not exceeding one 
million of dollars, out of which those who bring bullion to the Mint may 
be paid the value thereof, as soon as practicable, after this value has 
been ascertained ...” 

In paying for bullion the Director of the Mint was required to give 
priority according to priority of deposit only, and in the denomina- 
tions of coin delivered, the Treasurer was required to comply 
with the wishes of the depositor, unless where impracticable or 
inconvenient to do so’’; in which case the denominations of coins 
were to be designated by the Director. These provisions were 



350 


MONEY 


intended to eliminate evils that had previously grown up in con- 
nection with the administration of the mint.^ 


How Did the New Ratio Work? 


Commercial Value Ratio op Silver to Gold 
Annual Average, 1790-1934 

80 


The accompanying chart shows the average annual commercial 
value ratio of silver to gold from 1790 to 1934. ^ In not a single year 

from the Coinage Act 
of 1833 to the discon- 
tinuance of legal bimet- 
allism by the Act of 
1873 did this ratio reach 
the new mint ratio. 
Furthermore, during 
the greater part of the 
two decades 1850-1870, 
when the gold discov- 
eries of California and 
Australia were pouring 
their new floods of gold 
into the world’s mar- 
kets, the ratio ruled be- 
low 15J4 to 1. In only 
six different months of 
the 39-ycar period from 
the Act of 1834 to the 
Act of 1873 was the 
minimum market price of silver in London below 58i%6 pence 
per ounce of British standard silver — the price corresponding to 
our mint ratio of approximately 16 to 1. The minimum price of 
silver during the wholes period gave a ratio of less than 1 per cent 
above our mint ratio. 

France had changed her coinage charges three times during this 
period, making her aidual mint ratios as follows: ^ 



1834- 1835 

1835- 1850 
1850-1854 
1854-1874 


15.69 to 1 
15.626 to 1 
15.586 to 1 
15.583 to 1 


1 Supra, p, 341. 

2 The Annual Reports of the Director of the Mint of the United States give for 
each year since 1790 the average commercial ratio of silver to gold. 

3 The changes were all made after the beginning of the year so that in each 
transitional year each rate was employed part of the time. 
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Our American mint ratio was therefore during the whole period 
(except a few days) not only above th(» London market ratio, but 
it was also continually far above the mint ratio of France — ihc 
country then using the largest amount of gold and silver money of 
any country in the world. 

With such an overvaluation of gold at our mints aiid under- 
valuation of silv(.‘r, it was irnwitable that gold coinage should heav- 
ily predominates over silver coinage, and that gold should tend 
strongly to drive silver out of circulation — particularly the larger 
silver coins which were the on(\s least abraded, and relatively th(‘ 
least expensive to collect. The (*iiart on page 352 shows the coin- 
age of standard gold anel silver coins at our mint annually for the 
period 1830 to 1873.^ 

From 1834 to 1852 (the last cornpkde yc^ar Ixdore fractional 
silver coins w(ire made fiduciary) the total coinage* of gold was $225 
million, and that of full-weaght silver e^oiiis (i.e*., all silver coins ex- 
cerpt the 3-cent pieces of 1851 and 1852) was $41.2 million, making 
the gold coinage approximately $5.50 to each dollar of silv(*r coin- 
age. Extending the figure's to 1873, the ye'ar k'gal bime'iallLsm was 
discontinued, the te)tal ge)ld ceniiage becemies $840.3 million as 
compare'd with a silve'r coinage e)f $46.7 million, or abe)ut $18 ejf 
gold coin to one dollar of silver cenn. A refe'reme'e* to the chart will 
show that, although there was a e*onsiderable coinage' of silver 
nearly ('very year from 1834 to 1850, afte'r 1850 the coinage of full- 
weight silver e'oins was negligible — so small as not to be' portray- 
able on a chart of the dimemsions of this one. 

The great bulk of the silver coins minted during the years 1834 
to 1852 were half dollars (as it had been prior to 1834), while the 
coinage? of silver dollars was almost negligible, having amounte'd to 


1 Fractional fiduciary silver coins niinted on Kovernineiit account after the Act of 
1853 not being standard coins arc not included in the chart. 

The mint figures arc not given in such a form as to make it possible to tell what 
amounts of gold and silver coins were coined in 1834 before July 31 when the new 
weights for gold coins went into effect; nor to tell what amount of the silver coinage 
minted in 1853, the year when all fractional silver coins were made fiduciary coins 
after June 1, was full-weight coins and what amount was fiduciary (toins; nor do they 
make it possible to tell the amount of gold coinage in 1873 up to the time of the 
passing of the Act of February 12, 1873, which discontinued the coinage of standard 
silver dollars. As a result it is impossible to give exa<'tly comparable figures as to 
gold and silver coinage for these three transitional years in which there was impor- 
tant coinage legislation. The figures given in the (Jiart for 1834 cover the total gold 
and silver coinage of that year; those for 1853 assume that all fractional silver coins 
minted that year were fiduciary coins, and the figures for 1873 cover the total gold 
coinage and the total coinage of standard silver dollars for the whole year. 
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only $1,067,000 out of the total standard silver coinage of $41.2 
million. The coinage of quarters, dimes and half dimes was much 
larger than during the preceding period. During most of the years 
prior to 1850 the value ratio of gold to silver was not sufficiently 
below 16 to 1 to give a very large premium on silv('r coins — the 

Coinage of Gold and Silver at the United States Mint 
1830-1873 



1830 1835 1840 1845 1850 1855 1860 1865 1870 


premium having ruled in most of the years in the neighborhood of 
1 per cent. While this premium led to the rapid disappearance 
from circulation of the few silver dollars that were minted and of 
some of the half dollars and smaller fractions, it was not sufficient 
to cover the cost of collecting and shipping fractional coins of 
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lower denominations than 50 cents on any considerable scale and 
yield a fair i)rofit on the transaction. Down to about 1850 therefore 
the supply of fractional silver money, though often not adequate, 
was still not sufficiently deficient to cause serious inconvenience. 
Much of the fractional money, however, during those years was in 
a bad condition. 

Under the influence of the great flood of gold poured on the 
world’s markets from the newly discovered gold fields in Cali- 
fornia and Australia, the value ratio of gold to silver fell rapidly 
from 1848 to 1859 and this meant an increasing premium on silver 
coins. For example, while the ratio of 15.85 to 1 prevailing in 1848 
was equivalent to a premium of .8 per cent on American silver 
coins, that of 1850, 15.70 to 1, was equivalent to a premium of 1.8 
pe^r cent and that of 1853, 15.33 to 1, was equivalent to a premium 
of 4.3 per cent. Not only did the receipts of silver at the mint fall 
off rapidly, but the silver in (arculation began to disappear, at first 
the half dollars and then the smaller denominations. Everywhere 
the public w('re protesting against the scarcity of small change. 

Various mc'asures were adopted to meet the situation. In 1849 
the Government began to coin gold dollars, and from then until 
1862 it coined ai)proximately $19 million of these pieces. Three- 
dollar gold pieces began to be minted in 1854, and the coinage of 
$2.50 gold pi('(‘(‘s was greatly increased after 1849. Large amounts 
of bank note's for fractional parts of a dollar wen' put in circulation, 
also bank note's for odd amenints such as $1.25, $1.50 and $1.75. 
There were also privately issue^d notes and ce)ins. In the country 
districts there was an ine^reasing rese>rt by the public to “sharp 
change” or “cut money,” namely Spanish de)llars cut into e^uarters, 
eighths and sixte^enths. Bank notes were also torn into halves and 
quarters and these fractional parts e>f note's were popularly dubbed 
“rags.” 

The Three-Cent Piece Our First Fiduciary Silver Coin 

At this time there was introduced into circulation the 3-cent 
silver piece, a coin of considerable historical significance because 
it was the first American fiduciary silver coin. It was authorized by 
the Act of March 3, 1851, which reduced the rate of letter postage 
in the United States from 5 cents to 3 cents. This 3-cent piece was 
to weigh 12^^ grains gross and to be .750 fine — all of our other gold 
and silver coins were .900 fine. This gave 33J^ 3-cent pieces the 
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same gross weight as a silver dollar hut a pure silver content of 
only 309'^^', as compared with a pure silver content of 3713^^ grains 
to th(' dollar for all of our other American silver coins. This gave 
the 3-cent piece a deficiency in its silver content of 16% per cent 
as compared with our other silver coins. The difference was ample 
to protect th(^ 3-c(‘nt piece from tlu* melting pot and from exporta- 
tion. Its legal-t(Mider quality was limited to 3 cents, and it was 
therefore the first American silver coin to have its legal-tender 
quality limitc^l. England had made Iut silver coins fiduciary with 
limited legal tender in 1816, and the matter of the desirability of 
our reducing the silver content of our fractional silver coins and 
treating them as sul)sidiary money had been discussed in official 
cir('l('s from tim(‘ to time* for at least a generation, and a number 
of bills containing carefully worked out plans for making our frac- 
tional silver coins fiduciary had been from time to time introduced 
in Congress. It was with the small b(‘ginning represented by this 
3-cent piec(‘, however, in 1851, motivated in part by a desire to 
have a coin of a denomination convenient for th(i purchase of post- 
age stamps at th(‘ ]iew letter rate, that fidiuiary silver coinage was 
inaugurated in lh(‘ Unit(‘d State's. Originally even our American 
copper coins had carried with them practically their full money 
value in the value* of the'ir (*opper content. These 3-cent pieces 
we're coine'ei in large c|uantities during the ye^ars 1851 to 1853, in- 
clusive, their total issue* during the'se* years having been $1,086,907. 

Fiduciary Coinage Act of 1853 

By 1853 the inconvenie'tice's to the public arising from the scar- 
city of fractional money had become so great that Congress was 
forced to aert. Its re^medy was the law of P’’ebruary 21, 1853, which 
closed the? mints to the free coinage of silver in fractional denomina- 
tions, reduced the? weight of all fractional silver coins (except the 
3-cent piece*) and limited the legal-tender quality of these coins to 
five dollars. The new fractional silver coins were given a gross 
weight of 384 grains to the dollar, or exactly 80 per cent of an ounce 
troy, and, since their fineness was to continue unchanged at .900, 
they were to contain 345.6 grains of fine silver to the dollar. These 
fractional coins were to be coined on Government account and to 
be paid out at the mint, only in exchange for gold coins at par, in 
sums not less than $100. Ten days later Congress passed a law 
providing that “hereafter the three-cent coin now authorized by 
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law shall be made of the weight of three fiftieths of the weight f)f 
the half dollar . . . and of the same standard of fineness/’ thus 
bringing all of our fractional silver coins into conformity as to 
weight and fineness. During the next eight years the coinage' of 
fractional silvc'r coins was large, and their reduced weughts gave 
them adequate^ protection from the melting pot; although for a 
brief period in 1854 and again in 1859 the high price' of silve'r se'cmed 
to threateai them. For a few years after 1853, largely as a re*sult of 
administrative practices which we^re contrary to the? law of 1853 
and practically amounted to giving fre'C' coinage to fractional 
mone'y, the mint coined excessive quantiti(\s of fractional coins — 
a practice which led to a redundancy in their circulation. 

Foreign Coins 

During all this time Spanish dollars and their fractional parts 
had continued in circulation. Although the circulation of Spanish 
(and Me^xican) dollars was at this time small, the circulatie)n of 
Spanish fractional coins (namely, the two-real or 25-cent piee;{', the 
one-real or 12J/^cent pierce and the half-mi^ or 6J4^-cent piece) was 
still large, and the problem of getting rid of them was a difficult one 
for the Government. As pnwiously noteni,^ these (xiins, although 
greatly underweight by reason of long use and of fraudulent prac.- 
tices, circulated at par with the newer and heavi('r American coins. 
These coins in small trader passed at par with United States coins. 
They (contained much l(*ss silver, however, than the corresponding 
American coins, and the Government would have' suffered a sub- 
stantial loss (uncertain in amount) if it had redee'ined them at par 
in United States coins and rc'ininted them. In the past it had 
actually done this on a considerable scak^ only to see its own new 
coins disappear from circulation and other worn Spanish coins 
come into the country to take their place. The redemption of these 
foreign coins at rates materially below par was impossible, for 
obviously the public would not sell them to the Government below 
par when they were worth par in the retail purchase of goods. 

When Senator Dickinson in 1850 first introduced his bill pro- 
viding for the coinage of a fiduciary 3-ccnt piece to be coined on 
Government account and to be limited legal tender, he provided 
in the bill that this 3-cent piece should be placed in circulation 
only in exchange for foreign fractional coins, at the rate of 6 cents 

* Suf/ra, pp. 342 and 343. 
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for the 6K“Cent piece, 12 cents for the 12}4-cent piece, and 24 cents 
for the 25-cent piece. It will be noted that the 3-cent piece was not 
a decimal denomination that fitted well into our system of coins, 
but was a denomination well adapted to be exchanged for foreign 
coins of denominations of 12}4 25 cents. Moreover, the 

fact that the alloy was to bc' 25 per (!ent instead of the 10 per cent 
used in other coins would have yielded the Government a substan- 
tial seigniorage profit on the coinage. This profit would probably 
have been more than sufficient to cover the losses incidental to 
receiving the foreign (;oins in exchange; for them at near par. The 
bill, however, failed in its original form, although the 3-cent piece 
it provided for appeared in the postal legislation of the following 
year. 

The difficulty was met by the Act of February 21, 1857, which 
removed the legal-tender quality from all forc^ign coins that still 
possessed it,^ and provided new m(‘thods for tlu' withdrawal of 
these coins from circulation. One of these methods was rcKlemption 
at par, for a period of two years, of Spanish silver coins below the 
denominations of four reales (50 cents) in ru'w Ameri(;an copper 
cents which were authorized by the; Act and of which the copper 
content was made sufficiently small to yield the Government a 
substantial seigniorage profit on their coinage. The Act also i)ro- 
vided that the* foreign coins should be njceivable, oth(;r than in 
exchange for these; copper cents, at the Treasury of the United 
States and at the post offices and land offices at the following 
rates: two realcs or 25-cent pieces at 20 cents, one real or 
12J4-cent pieces at ten cents, one-half real or 634-cent pieces at 
five cents. 

This Act, coming at a time when our new fiduciary fractional 
coins were being provided in abundance soon resulted in driving 
the foreign coins into the United States Treasury, by which they 
w(‘re sent to the mint for recoinage into American money. This 
happy result, however, had not been accomplished until 65 years 
had elapsed from the Mint Act of 1792. 

In the latter fifties we had in the United States a generous supply 
of gold coins. We had got rid of our foreign coins and were well 
provided with fractional silver. At this juncture, however, the 
country found itself in the cataclysm of a Civil War, The banks 
suspended specie payments December 30, 1861, government legal- 

* Cf., supra, pp. 335 and 336, 
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tender issues were soon resorted to, and both gold and silver 
coins were driven out of circulation except in a few parts of the 
extreme West, notably California and Oregon. Not until Jan- 
uary 1, 1879, did the country return to a specie basis, and 
shortly b(^fore it did so, it was surprised to find out that during 
the paper money period a codification of our coinage laws had 
changed our legal monetary standard from bimetallism to gold 
monometallism. How this was done will be described in the fol- 
lowing chapter. 

American bimetallism was not a great success. Neither was 
it an entire failure. We never gave bimetallism a fair chance. 
Throughout most of its history in the United States bimetallism 
was handicapped by three forces: (1) Excessive issues of paper 
money by the banks prior to th(; Civil War, and by the banks and 
the Government thereafter — issues which (‘xerted a strong force, 
under Gresham’s Law, toward driving out of circulation gold coins 
and th(^ larg(T denomination silver coins. This would have becm 
an obstacle to successful monometallism as w(Jl as to bimetallism. 
(2) The large quantities of worn and mutilated foreign coins which 
we tolerat(‘d and many of which we made k'gal temder throughout 
thc greater part of our bimetallie^ period. This likewise would have 
been an almost equally serious handicap to a monometallic stand- 
ard; and (3) the unwise' mint ratios which we atte^mpted to main- 
tain, involving a competition with France in the maintenance of 
bimetallism rather than coeiperation. 
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CHAPTER XV 


THE SILVER CONTROVERSY IN THE UNITED STATES, 

1873-1900 

When the states of the Latin Union closed their mints to the 
free coinages of silvc^r and thereby gave up bimetallism, the great 
bimetallic controvc^rsy, which was to rage on three continents for 
about two and a half decades, was in its incipiency. Let us now 
consider briefly the chief facts in this controversy which culminated 
in the defeat of bimt^tallism in the closing years of the nineteenth 
century. 

Between 1873 and the early 90’s, there were two striking mone- 
tary developments of world-wide importance. The first was a 
great and unpr(‘cedented rise in the ratio between the value of gold 
and the value of silver; and the second was a great decline in com- 
modity pric(is in all gold standard countries. 

A reference to the chart on page 365 will show that the 
ratio between gold and silver from 1687 to 1872 had been re- 
markably stable. The lowest average annual ratio recorded 
during these 186 years was 14.14 to 1 (1760), and the highest 
was 16.25 to 1 (1813) — a range of only 15 per cent in nearly 
two centuries. In 1873 the ratio began to shoot upwards, 
reaching 22 to 1 by 1888, and 35 to 1 by 1898. Here was a 
variation between the years 1873 and 1898 — 26 years — of about 
120 per cent, as contrasted with one of only 15 per cent during 
the preceding 186 years. 


Fall in Prices 

A second economic phenomemon that played an important role 
in the bimetallic controversy was the great decline in commodity 
prices that took place in all gold standard countries during the 
years 1873 to 1896. The following table of price index numbers 
(adjusted to the basis of 100 for the year 1873), covering seven 
countries, will afford a rough idea of the progress and extent of this 
price decline. 
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Commodity Prices in Gold Standard Countries, 1873-1896 


Ykak 

United 
States « 

EN(3EANU 

France ' 

Ger- 
many ^ 

Belgium « 

Austra- 
lia / 

New 

Zealand *' 

1873 

100.0 

100.0 

100.0 

100.0 

100.0 

100.0 

100.0 

1874 

97.9 

91.9 

92.5 

92.3 

99.7 

95.6 

98.2 

1875 

93.0 

86.5 

89.9 

86.5 

104.4 

92.1 

90.2 

1876 

85.9 

85.6 

90.6 

84.4 

99.7 

93.0 

85.4 

1877 

&5.6 

84.7 

91.2 

84.7 

94.8 

90.3 

87.8 

1878 

81.8 

78.4 

83.7 

78.1 

1X).6 

83.8 

82.3 

1879 

79.2 

74.8 

81.8 

71.3 

88.2 

83.4 

77.4 

1880 

87.6 

79.3 

83.7 

78.9 

92.2 

76.4 

79.3 

1881 

86.6 

76.6 

81.8 

77.2 

90.1 

77.2 

76.2 

1882 

88.9 

75.7 

79.9 

75.2 

78.3 

88.8 

75.0 

1883 

86.9 

73.9 

76.7 

73.5 

78.9 

81.5 

71.9 

1884 

81.5 

68.5 

70.4 

70.4 

76.2 

78.0 

70.1 

1885 

76.2 

64.9 

69.2 

65.6 

72.8 

76.1 

67.7 

1886 

75,3 

62.2 

66.7 

62.2 

71.6 

75.0 

65.8 

1887 

75.9 

61.3 

64.1 

64.3 

70.2 

72.7 

62.8 

1888 

77.2 

63.1 

67.3 

67.9 

69.6 

74.0 

62.8 

1889 

77,2 

64.9 

69.8 

71.3 

65.8 

80.7 

67.7 

1890 

75.7 

64.9 

69.8 

76.0 

64.5 

72.6 

65.2 

1891 

75.6 

64.9 

68.6 

74.0 

64.4 

65.1 

65.8 

1892 

71.8 

61.3 

66.7 

67.4 

61.2 

63.3 

63.4 

1893 

71.5 

61.3 

65.4 

i 65.1 

59.3 

58.6 

61.0 

1894 

65.0 

56.8 

60.4 

59.2 

54.3 

51 .6 

59.7 

1895 

63.3 

55.9 

59.1 

59.0 

56.6 

52.4 

56.7 

1896 

61.1 

55.0 

57.2 

59.3 

56.2 

63.5 

58.5 


® Falkner Index, cold basis, based on 223 commodities. 

* Sauerbeck Index, based on 46 commodities. 

* Annuatre de. Frame, Index, bused on 43 -45 commodities. 

^ Otto Schmitz Index, based on 24-29 commodities. 

* Denis Index, based on 50 commodities. 

^ Knibbs Index, based on 80-92 commodities. 

" Mcllraith Index, based on 33-45 commoditie.s. 


The table shows, broadly speaking, a world-wide decrease in 
wholesale prices in gold standard countries between the years 1873 
and 1896 averaging approximately 41 per cent. 

Did Silver Depreciate or Did Gold Appreciate? 

A heated controversy arose concerning the causes of this rise in 
the gold-silver ratio and this fall in commodity prices. 

The change in the ratio, it may be said here parenthetically, was 
believed by many to have been due chiefly to the depreciation of 
silver — a depreciation which, it was claimed, resulted largely from 
the great increase in the world's production of silver in that period. 
By five-year periods from 1861 to 1895, the world’s average annual 
production of silver in millions of fine ounces was as follows: 
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1861 - 186,5 

35.4 

1865-1870 

43.0 

1871-1875 

61.5 

1876-1880 

70.6 

1881-1885 

85.6 

1886-1890 

108.9 

1891-1895 

157.6 


This was a substantial increase, the average annual production of 
1866 to 1870 having practically doubled by the quinquennium t‘nd- 
ing in 1885, and more than tripled by 1891-1895. 

For the year 1873 the average gold value of the silver bullion in 
an American silver dollar was 100.4 cents, and for the year 1895 
it was 50.6 cents. This decline in the gold price of silver was gen- 
erally spoken of in gold standard countries as the depreciation of 
silver; and the American silver dollar, viewed from the stand- 
point of its bullion content, was fretiuently dubbed “a 50-c(‘nt 
dollar.’' However, to people in silver standard countries of that 
time, like Mexico, Japan and China, the situation looked very 
differently. They thought in terms of a silver monetary unit. To 
their minds, silvc^r had remained constant and gold had apy^reciated. 
In China, for example, they vspoke of the American dollar as a 
“ two-dollar dollar.” It took approximately twice as many Mexican 
dollars in 1895 and 1896 to buy an American gold dollar or a British 
sovereign as it took in 1873. If an American gold dollar which in 
1873 was worth approximately a Mexican silver dollar camc^ to be 
worth two Mexican silver dollars in 1896, was it because the Mexi- 
can dollar was only half as valuable as it was in 1873, or was it be- 
cause the American dollar had become twice as valuable? 

Obviously, these (yuestions could be answered only by com- 
paring each of these dollars with other commodities. If the gold 
dollar stayed with (;ommoditi('s in g(meral, while th(‘ silver dollar 
departed from them, the presumi)tion would be that silvcT had 
depreciated. On the other hand, if the silver dollar stayed with 
commodities in general and the gold dollar departed from them, 
the presumption would be that gold had appreciated. 

The problem can be examined in two closely related ways: (1) By 
inquiring concerning the movement of prices in gold standard 
countries and in silver standard countries and finding out in which 
group of countries prices were the more stable; and (2) by convert- 
ing prices in gold standard countries to a silver basis through ex- 
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pressing them in terms of silver dollars, according to the current 
market price of silver in terms of gold; in other words, expressing 
prices in a representative gold standard country in terms of silver 
standard monetary unit. 

The following chart ^ shows the movements of the values of gold 
and silver during the 21 years 1873 to 1893, inclusive. The value of 


Relative Values of Gold and Silver as Expressed in 
Purchasing Power over Commodities 
1873-1893 



gold is expressed by the reciprocals of the Sauerbeck index num- 
bers of wholesale prices in the United Kingdom, while the value 
of silver is expressed in three different ways: (1) by the purchasing 
power of the Indian silver standard rupee, as shown by the recipro- 
cals of the Atkinson index numbers of Indian wholesale prices; 

^ The chart has been reproduced from the author's Modern Currency Reforms, 

p. 20. 
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(2) by the purchasing power of silver in China, as shown by the 
reciprocals of wholesale price index numbers for Shanghai; and 

(3) by the purchasing power of silver bullion over commodities in 
England, computed on the basis of the Sauerbeck index numbers 
and the market price of silver in London. 

Of the four curves, that representing the value of gold was clearly 
the most unstable, while that representing the value of silver in 

Variations in the Prices of Commodities and of Silver 
1873-1893 



Shanghai was the most stable. In India the value of the silver 
standard rupee varied much less widely than that of the pound 
sterling in England — and this is particularly true if one eliminates, 
as it seems reasonable he should, the heavy drop in the value of the 
rupee (i.e., rise in rupee prices) of the years 1877 to 1879, which 
was due largely to the rise of food prices caused by the great Indian 
famine of that period. ^ 

^ Professor George R. Davies has computed the coefficients of average deviation 
and of standard deviation for the purchasing power of gold and of silver in the 
United States, based on wholesale prices, for the years 1873 to 1892, inclusive, using 
the continuous series of index numbers of wholesale prices 1860-1892 computed by 



364 


MONEY 


By the above tests, therefore, the conclusion seems justifiable 
that, regardless of causes and regardless of subsequent events, 
for the period 1873-1893 the decline in the gold price of silver 
was chiefly an expression of an appreciation of gold, not of a d(v 
predation of silver. It was, therefore, more nearly correct to say 
that the gold dollar of 1873 had beconu' a two-dollar dollar in 
1893 than it was to say that the silvc^r dollar of 1873 had become a 
50-cent dollar. ^ 

The close parallelism between the price movements of silver 
and of commodities in general during this i)eriod is shown by the 
chart on the preceding page. 

Changes in Annual Production of Gold and Silver 
Affect Value Ratio Very Slowly 

If the remarkable change in the ratio between the values of 
gold and silvtT that took place between 1873 and th(‘ early 90’s 
was du(? chk'fly to the appreciation of gold rathcT than to any de- 
preciation of silv(T, and if the value of silver remained fairly con- 
stant during the greater part of this period as tht' ('vidence above 
cited shows, the claim so widely made that the (jhaiige in the ratio 
was du(i largely to the increased production of silver must be dis- 
carded. 

The world’s annual production of a highly durable commodity 
like gold or silver is such a small percentage of the supply on the 
market, that it requires a long time for moderate changes in the 
proportion of the two metals produc(*d to have any considerable 
effect upon their value ratio. Prior to the discontinuance of bi- 
metallism enormous changers in the relative production of the two 
metals, such as occurred at the time of the great silver discoveries 
in South America and Mexico during the latter part of the eight- 
eenth century, and at the time of the Californian and Australian 
gold discoveries about the middle of the nineteenth century, had 
little effect on the ratio. This is shown in the following chart 
covering the period from 1687 to 1930. 


the Bureau of Labor Statistics and published in its Bvllctin No. 181, p. 266. The 
coefficient of average deviation is .122 for gold and .047 for silver; and the coefficient 
of standard deviation is .138 for gold and .056 for silver. 

1 For the pound sterling the extreme range of the index numbers was 63 points 
(namely, from 100 to 163); while for the rupee it was but 31 points (namely, from 
103 to 72) ; and for silver in Shanghai only 17 points (namely, from 100 to 83). P'or 
silver in England it was 29 points (namely, from 127 to 98). 
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For example, for the 20-year period 1741-1760 the world pro- 
duced about 22 ounces of silver to each ounce of gold and the 
average value ratio was 14.64 to 1. During the next threes 20-year 
periods, respectively, th(^ number of ounces of silver produced to 


World Production and Commercial Value Ratios of 
(jOld and Silver, 1687-1930 



each ounce of gold was 31, 50 and 49; but the average value ratios 
for these three periods, respectively, were only raised to 14.73: 1, 
15.09: 1 and 15.50: 1. The production ratio dropped during the 
period 1820-1840 to 30 to 1, and during the period 1841-1860 to 
6 to 1 but the value ratios for these two periods, respectively, were 
only slightly changed; namely, to 15.83 to 1 for the former period 
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and to 15.60 to 1 for the latter. In the light of these facts, it seems 
extremely improbable that changes in the production ratio so slight 
as those for the periods 1861-1880 and 1881-1900 — that is, from 
6 to 1 for the period 1841-1860 to 9 to 1 for the period 1861-1880, 
and to 12 to 1 for the period 1881-1900 — should causes a change in 
the value ratio from 15.60 to 1 to 25.08 to 1, a (*hange eight times as 
great as the extreme range for the average 20-year ratios of the 160 
years ending 1860. Whatever (*ffect the increased production of 
silver may have had on the change in the ratio must have been 
small. 

The samc^ statc'ment and reasoning will apply to the influ- 
ence on the ratio of the declining production of gold, the figures 
for which follow : 

World’s Average Annual Production of Gold 
BY Five-Year Periods, 1851-1895 ^ 


Pekiod 

Number of Fine Ounces 
000 

1851-1855 

6,410 

1856-1860 

6,486 

1861-1865 

5,950 

1866-1870 

6,270 

1871-1875 

5,591 

1876-1880 

5,543 

1881-1885 

4,795 

1886-1890 

5,461 

1891-1895 

7,883 


If changes in th(‘ relative production of the two metals cannot 
adequately explain the phenomenal changes in the value ratio 
that took placi' during the quarter century following the de- 
monetization of silv(‘r in 1873, oni? must look to changes in the 
relative demands for the two metals for an explanation. Inasmuch 
as there is no evidence of any great increase in the demand for 
gold relative to that for silver in the industrial uses at this time, 
one is led to look for possible changes in the monetary demand. 

Changes in Monetary Demand for Gold and Silver 

Here we find the chief explanation for the appreciation of gold 
in terms of silver and for the increase in the value of gold in terms 
of commodities. With the discontinuance of bimetallism, the un- 
limited markets for silver at fixed prices at the mints of all bi- 
metallic countries ceased to exist. These mints no longer purchased 

» Report of the United States Director of the Mint, 1920, p. 294. 
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all of the silver brought to them at a fixed price. The discontinu- 
ance of bimetallism, itself, would probably have depressed the 
value of silver within a short time, had it not been for the tempo- 
rary buoyant effect on the value of silver exerted by the heavy 
silver purchases by the United States Government under the 
Bland-Allison Act of 1878 * and the Sherman Purchase Act of 
1890.2 Under the former act the United States Government, 
largely in response to the agitation of silver-producing interests, 
bought approximately two million dollars’ worth of silver bullion 
a month for the period 1878 to the summer of 1890, paying for it 
by new issues of silver dollars; and under the latter, the Secretary 
of the Treasury bought 4,500,000 ounces of silver a month from 
the summer of 1890 to November, 1893, paying for it in new issues 
of circulating Treasury notes. 

Accompanying the closing of the mints of many countries to 
the fr(‘e ('oiiiage of silver was a shift of the world’s demand for 
standard commodity moiK^y increasingly to gold — a shift which 
greatly enhanced the demand for gold and thcrefon; increased its 
value. Germany demonetiz(^d silver and adopted the gold standard 
in 1871, Holland in 1873, the Latin Union in 1873 and 1874, the 
United States (nominally) in 1873,^ Spain in 1874 and Sweden, 
Norway and Denmark in 1875. Other countries followed in rapid 
succession. The fundamental cause for the change in ratio and 
for the fall in prices from 1873 to 1893 was, then^fore, the increased 
demand for gold resulting from the discontinuan(;e of bimetallism 
throughout the world and the discontinuance of silver monomc^tal- 
lism in many countries, with the consequent shifting of the world’s 
monetary demand more heavily to gold. 

Evil Effects of Falling Commodity Prices 

Falling prices in gold standard countries carried with them many 
evil consequences, among which the following may be mentioned. 

Increased Burden on Debtor Classes. They imposed a heavy 
and unjust burden upon persons having long-time debts, notably 
farmers with mortgages on their farms, city and town home 
buyers with mortgages on their homes and corporations with 
heavy bonded indebtedness. The dollar in which these debts were 
expressed and payable — principal and interest — was almost con- 
tinually increasing in value, but this fact did not reduce one iota 

1 Infra , pp. 375-382. 2 Infra , pp. 382-388. ^ Supra , p. 259. 
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the number of dollars covered by a debt. It did mean, however, 
that for the paying of a given amount of a debt — principal or 
interest — the farmer had to give an ever increasing number of 
bushels of wheat, corn or potatoes; many city dwellers had to 
give an ever increasing number of days’ labor ^ and the corpora- 
tion an ever increasing number of units of its products. If one 
called the United States gold dollar of 1873 a 100 per cent dollar 
in its purchasing power over goods at wholesale, the dollar of 1883 
would have been a 115 per cent dollar, that of 1893 a 140 per cent 
dollar and that of 1896 a 164 per cent dollar. 

From 1873 to 1896 the average gold price of middling cotton 
in New York fell from 17.7 cents a pound to 7.9 cents; that of 
wheat (No. 2 red winter and spring wheat averaged) from $1.34 
a bushel to 64 cemts a bushel; that of choice beeves from $5:83 a 
hundredweight to $4.96. A farmer giving a mortgage for $2,000 
with interest at 6 i)er cent in 1873 could have bought for $2,000 
1,492}^ bushels of wheat in 1873 and could have bought for $120 
(his annual interest charge) 89 }^ bushels. If he paid off the entire 
principal of the mortgage in 1896, together with the one year’s 
interest then due, the payment of th(; principal would have re- 
quired the equivalent of 3,125 bushels of wheat, and that of the 
interest the eciuivak'iit of 187)4 bushels. What the debtor lost in 
such transactions, th(' creditor gained, with the qualification that 
falling prices tended somewhat to depress the interest rate on new 
contracts. According to the United States census figures, over 
9)4 million mortgage's were made^ betwe*en 1880 and 1889, repre- 
senting over $12 billion, and nearly every year of that period 
showed an increase in th(‘ number and in the amount of mort- 
gages made, as compared with the' pn^ceding year, the amount 
made in 1889 being $1,753 million as against $711 million in 1880. 
Of course, this inen^ase in debt burden forced many farmers and 
home buyers into bankruptcy. Many of them lost their properties, 
while many creditors suffered heavily because of inability to col- 
lect from overburdened debtors. 

It was but natural that those who were burdened with long- 
time debts, particularly the agricultural classes, should be aroused 
over the evils of a rapidly appreciating dollar. 


1 Average wages advanced slightly during the period 1873 to 1896, but the wages 
of many kinds of labor fell, and there was a large amount of unemployment during 
the period. Cf., Bulletin of Department of Labor, No. 18, September, 1898. 
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Depressing Effect of Falling Prices on Business, Another evil 
of falling prices was the depressing effect they had on most kinds 
of business. Falling prices throw a wet blanket over industry. 
When the prospects are strong for a period of declining prices, 
consumers postpone purchases, retailers and wholesalers let their 
supplies run down, manufacturers “play safe’’ both in running 
their plants and in purchasing raw materials. New buildings and 
other new capital equipment are postponed for the day of lower 
prices. Under such conditions there is much unemployment with 
all its resulting hardships. 

Effect of Discontinuance of Bimetallism on 
Foreign Trade 

The discontinuance of bimetallism had given rise to another 
evil — one not connected with falling prices. It had broken down 
the so-called fixed par of exchange between countries on different 
metallic money standards. So long as French bimetallism existed, 
the value ratio between gold and silver was fairly constant, espe- 
cially over short periods of time. In other words, the fluctuations 
were very slight in the gold price of silvcT in gold standard coun- 
tries, and ill the silver price of gold in silver standard countries, 
and in the price of both gold and silver in bimetallic countries. 
Foreign exchange rates therefore among countries on these dif- 
ferent standards were very stable. With the discontinuance of 
bimetallism all this was changed. The nexus between gold and 
silver was broken, and each metal wiait its own way. There was 
no longer any limit to the possible variations in exchange rates 
between a gold standard country and a silver standard country. 
This brought an element of risk and speculation in foreign trade 
between countries on different standards. It was an obstacle 
to the ordinary development of trade between gold and silver 
standard countries, likewise to the flow of funds for investment 
between such countries.^ 

Argument for Restoration of Bimetallism 

It was from conditions like these that bimetallists throughout 
the world drew their arguments for the restoration of bimetallism. 
Although by 1894 the value ratio between gold and silver had risen 
above 32 to 1, most advocates of bimetallism favored a mint ratio 

1 Cf., supra , pp. 142-146. 
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in the neighborhood of 15H or 16 to 1, if bimetallism were to be 
restored. They reasoned that such a ratio had stood the test of 
centuries prior to the demonetization of silver in 1873, that the 
appreciation of gold leading to the rise in the ratio had been due 
chiefly to the giving up of bimetallism, and that with the return 
to bimetallism the time-honored ratio would again assert itself. 

Bimetallists further argued that with the restoration of silver 
to its coequal position with gold as a standard money metal the 
monetary scarcity, which was chiefly responsible for the fall in 
prices beginning in 1873, would be reli(‘V(*d, because henceforward 
silver as well as gold could furnish standard money for the leading 
countries of th(i world. They pointed out that gold and silver were 
produced under very different conditions, and that as a matter of 
history the periods of heavy production of one metal were fre- 
quently periods of small production of the other, so that there was 
an equalizing process that made for the stability of a standard 
based upon the two metals. 

The two chief advantages claimed for bimetallism then were: 
(1) It would provide a more stable monetary unit and therefore 
greatly lessen the evils of falling and fluctuating prices; and (2) it 
would restore the fix(‘d par of exchange between countries on dif- 
ferent metallic standards. 

Let us now consider briefly a few of the more important argu- 
ments against bimetallism and the difficulties in the way of its 
restoration. 


Arguments against Bimetallism 

One argument against bimetallism is the inconvenience that 
would result from the extensive use of a bulky metal like silver 
as standard money in advanced countries. Silver dollars are clumsy 
and inconvenient as media of exchange. At as low a ratio as 16 to 
1, they would be dollar for dollar 16 times as heavy as gold coin; 
while at the ratio of about 32 to 1 prevailing in the market in 1894 
they would be 32 times as heavy. The average market ratio in 
1932 was over 59.06 to 1. A small value in these dollars occupies a 
large space in vaults and tills, and the weight of silver makes it 
more expensive than gold to ship in making international pay- 
ments. Because of their bulk, silver dollars were unpopular in 
most sections of the country and it was impossible to keep many 
of them in circulation. 
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According to the compensatory principle of bimetallism previ- 
ously described,^ the weight of the monetary demand would shift 
from time to time from one metal to the other, always exerting 
itself more heavily on the cheaper metal. For this reason the 
bulk of the metallic money (aside from fractional money) would 
at one time be gold and at another time silver — a shifting process 
which, it was argued, would be very inconvenient for banks and 
merchants from the standpoint of the adaptability of their money 
vaults and tills. 

These arguments, bimetallists replied, might have considerable 
weight in countries where the gnuit bulk of the transactions were 
performed by means of metallic money. In the United States, 
however, and most other advanced countries, only a small per- 
centage of th(^ total v olume of trade was effected by means of coins. 
When the bimetallic controversy in this country was at its height, 
approximately 75 per c(‘nt of the total business of the United 
States was i)erformed by paper money. Nc'ither silver dollars nor 
gold coins wen' popular in most parts of the country, and few of 
them wen^ se('u in active hand to hand circulation, except in a 
few limited sections. American gold circulated in the form of 
gold ('.(Ttificates and our silv(*r dollars in the form of silver certifi- 
cates. A ten-dollar silver certifi(;ate was no larger and weighed 
no more than a ten-dollar gold certificate. 

It is true that silver would be more bulky than gold for inter- 
national payments, and more expc'nsive to ship, handle and other- 
wise take care of. A siu^cessful international bimetallic league, 
however, would almost certainly have devised a plan whereby 
international payments could be made to a considerable extent 
by the transfer of gold and silv('r c(‘rtifi(‘ates issiK'd against gold 
and silver deposited in some international settlement fund. 

A strong argument against bimetallism, at a 16 to 1 ratio, or 
perhaps more correctly against its reestablishment, after it had 
been given up for a period of years, was that whatever may have 
been the evils that demonetization of silver had caused, they 
could not be remedied by the reestablishment of bimetallism 
after a lapse of many years. Many debtors who had suffered from 
an appreciating unit of value had paid off their debts, and some 
had since become creditors. The successful establishment of in- 
ternational bimetallism at a ratio of 16 to 1 in the 80’s and early 

1 Supra, pp. 84-91. 
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90’s of the last century would have turned falling prices into rising 
ones, would have made silver dearer and gold cheaper, and would 
have brought their values closer together, giving a bimetallic unit 
with a value somewhere between the values of the two metals as 
they stood when the bimetallic* league was established. This 
would have meant a short period of rapidly rising prices in the 
gold standard countries that adopted bimetallism, and in those 
that continued on the* gold standard ; and, on the contrary, would 
have meant a wshort period of rapidly falling prices in the former 
silver standard countries that adopted bimetallism and in those 
that (continued on the silvc'r standard. This would have caused 
further injustice in the relations between debtors and creditors 
and further business disturbances. It would have benefited some 
and harmed others, but there' would have been no assurance at 
all that those persons who would have bc'nefited by the remonetiza- 
tion of silver would have been the same persons who would have 
suffered by its demonetization, and vice versa. 

Moreover, a strong confidence in the future is an essential of 
business prosperity. A large pen^entage of the (*oun try’s leading 
business men and financiers did not believe that international bi- 
metallism was economically sound. These men thought that any 
attempt to put it into operation would result in economic disaster. 
With so many men of influence in that state of mind, the economic 
disturbances otherwise necessary for such a period of transition 
from monometallism to bimetallism would have been increased. 

The argument was well stated by Professor J. Shields Nichol- 
son, hims('lf a bimetallist, as follows: ^ 

^^Now it is one thing to maintain that, if the status quo had been pre- 
served, and still more if, in 1873, international bimetallism had been 
adopted, the world would have been saved from great financial and 
monetary disturbances, but it is quite another thing to suppose that the 
evil can be undone and the future guaranteed by the simple expedient 
of doing now what might have been done before these disturbances 
occurred ... In the language of our forefathers, it may be a case of 
Humpty Dumpty” 

Efforts to Obtain International Bimetallism 

The most serious obstacle to bimetallism was the difficulty of 
obtaining an international agreement for a bimetallic league on 
the part of a sufficient number of strong countries to assure its 

^ Principles of Political Economy, Vol. II, p. 8. 
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success. There were powerful groups favorable to international 
bimetallism in all the leading countries, in the early 90’s. In 
France, India and the United States probably the weight of in- 
telligent public opinion was favorable* to international bimetallism. 
While England was generally opposed, th(*re was a strong favor- 
able element even in England. In the United States in 1892 the 
Republican Party, the Democratic Party and the People's Party, 
all declared for bimetallism in their national platforms. Again 
in 1896 be^th the great parties declared for bime'tallism, but in 
this instance the Democratic Party took the e.xtreme pe)sition 
of favoring national bimetallism by the United States alone in 
case an international bimetallic agreement e^ould ne)t be obtained. 
Up to this time the term ‘'bimetallism” in the political platforms 
had always meant international bimetallism. The Republican 
platform in 1896 declared : 

“ . , . We are . . . opposed to the free coinage of silver except by in- 
ternational agreement with the leading commercial nations of the world, 
which we pledge ourselves to promote, and until such agreement can be 
obtained the existing gold standard must be preserved . . 

The Republicans won th(i 1896 Pn'sidential campaign and the 
Walcott Commission was appointed by President McKinley in 
April, 1897, to go to Europe and (*arry on negotiations with the 
governments of London, Berlin and Paris, looking toward an- 
other international monetary conferenc(' whose obj(*ct would be an 
agreement for international bimetallism. Three international mon- 
etary conferences had previously been held which dealt with 
the subject of international bimetallism, one in Paris in 1878, 
another there in 1881 and one in Brussels in 1892. These efforts 
had been supplemented by a number of special missions, but all 
had been to no avail. ^ For reasons which we neeid not here dis- 
cuss, the Walcott mission also accomplished nothing. 

South African Gold Discoveries Put an End to 
Bimetallic Controversy 

The failure of the Walcott Commission in 1897 practically 
marked the end of the active bimetallic controversy. The chief 
reason for this was a fundamental change in the world’s monetary 
situation. The great impetus to bimetallism had been given by a 
world-wide fall in prices caused by the inadequacy of the world’s 

* Cf., Russell, Henry B., iMernational Monetary Conferences, pp. 459-463. 
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production of gold to meet the increased demands for the yellow 
metal which had resulted from the demonetization of silver. 
Bimetallists wanted more money in circulation primarily for the 
purpose of putting a stop to falling prices. Beginning about 1896, 
a great increase' in the world’s production of gold began to produce 
this very result. The extent of this increase will be seen from the 
following table: 


Average 

Annual Gold Production, 1886-1915, 
Quinquennial Periods 
(Thousands of Fine Ounces) 

BY 

PEKIon 

Africa 

Rpist of the World 

Total 

1886-1890 

229 

5,232 

5,461 

1891-189.5 

1,448 

6,435 

7,883 

1896-1900 

2,620 

9,827 

12,447 

1901-1905 

3,090 

12, .517 

15,607 

1906-1910 

7,806 

13,189 

20,995 

1911-1915 

10,000 

12,204 

22,204 


This enormous increase in the world’s production of gold, ac- 
companied by a rapid devc'lopmc'iit in the use of bank credit, as 
media of exchange', greatly im'reased th(i world’s supply of (;ir- 
culating media, turned falling prices to rapidly rising j)rices, and 
changed the world’s great monetary problem from oiu^ of the 
appreciation of gold and the resulting injustice to debtor classes to 
one of the depreciation of gold, the rising cost of living and of 
resulting injustice to the creditor classes. Since the early nineties, 
silver though more' constant in its annual prodiK^tion than gold 
has beem even more unstable in its value than gold,^ as the following 
chart will show. 

For a long pc'riod from 1896 to 1920, the value of silver, like that 
of gold, t(nd('d strongly downward, so that a bimetallic system 
functioning succcjssfully during thc^se years would presumably 
have given an even less stable monetary unit than the gold stand- 
ard did. 

Aside from a slight revival of interest in bimetallism in 1919, 
when the value ratio of gold and silver in the market temporarily 
stood in the neighborhood of the time-honored figure of 16 to 1, 
there was little discussion of bimetallism during the first three dec- 
ades of the twentieth century. The world economic depression 
beginning in 1929 caused another small revival of interest in the 
subject, a revival that was limited almost entirely to a small part 

> Supra, pp. .‘364-366, and chart on p. 375. 
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of the United States and was due chiefly to the political agitation 
of representatives of a half a dozen silver-producing states. 

Although the advocates of the free and unlimited coinage' of 
silver under a bimetallic system wen* defeated in the bimetallic 
controversy of the last quarter of the nineteenth century, the 


Values of Gold and vSilveh as Measured dy Their Respective 
Purchasing Powers over Commodities at Wholesale, 1818-1933 
1867 - 1877=100 



protagonists of silver succeeded by way of compromise in obtaining 
two pierces of h'gislation that increased the monetary demand for 
the white metal and retarded, at least for a time, the depreciation 
of its gold value. These laws were the Bland-Allison Act of 1878 
and the Sherman Purchase Act of 1890. 

The Bland-Allison Act 

The Bland-Allison Act had its inception in a bill providing for the 
free and unlimited coinage of silver and for making the silver dollar 
unlimited legal tender in payment of debts. This bill was intro- 
duced in the House of Representatives July 25, 1876, by Richard P. 
Bland of Missouri, familiarly known, by reason of his activities in 
the interests of silver, as ^‘Silver Dick.’’ After much debate, this 
free coinage bill was passed by the House November 5, 1877, by 
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the large majority of 163 to 34. The bill reached the Senate De- 
cember 6, 1877, where it was placed in the hands of William B. 
Allison of Iowa, Chairman of th(‘ Committ(‘e on Finance. After 
prolonged debate in the Senate, the bill was adopted with two 
important amendments, one substituting for the free coinage' pro- 
vision of the House bill a provision for the coining of not k'ss than 
two million dollars’ worth of silver a month, nor more than four 
million dollars’ worth; and the other providing for the issuance of 
silver certificates ‘'backed” dollar for dollar by silver dollars. As 
thus amended, the bill was ])assed by the Senate February 15, 1878, 
by a vote of 48 to 21. The substitution of limited coinages for fn'e 
coinage was very unpopular among the members of tlu' silver group 
in the House, but they decided that it was the Ix^st tliey could get 
at the time, and, accordingly, with disappointment and with deter- 
mination to continue th(' fight for the free (ioinagci of silver in the 
future, they decidc'd to vot(^ for the bill. The final vote in the House 
was 203 to 72. The bill, therefore^, had thi^ support of a large major- 
ity in both houses. It was immediately sent to President Hayes, 
who vetoed it February 28, accompanying his veto by a vigorous 
message giving his objections to the bill. 

In this veto message, which is a state paper of high rank, Presi- 
dent Hayes said : 

"The bill provides for the coinage of silver dollars of the weight of 412,1^ 
grains each, of standard silver, to be a legal tender at their nominal value 
for all debts and dues, public and private, except where otherwise ex- 
pressly stipulated in the contract. . . . The silver dollar authorized by 
this bill is worth 8 to 10 per cent less than it purports to be worth, and is 
made a legal tender for debts contracted when the law did not recognize 
such coins as lawful money.” 

He {xhnted out that there were at that time outstanding over 
eleven hundnid million dollars of United States bonds issued prior 
to February, 1873, at times when the silver dollar was unknown in 
the circulation of the country. He showed that nc'arly six hundred 
million dollars of the nation’s funded debt had been issued after 
February, 1873, when gold alone was thcj coin in which both parties 
to the contract understood that the bonds would be paid. He then 
based his veto squarely upon the moral obligation of the Govern- 
ment to meet its contracts. 

"The standard of value,” he said, “should not be changed without the 
consent of both x^arties to the contract. National i)romises should be 
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kept with unflinching fidelity. There is no power to compel a nation to 
pay its just debts. Its credit depends on its honor. The nation owes what 
it has led or allowed its creditors to expect. 1 can not api)rove a bill 
which in rny judgment authorizes the violation of sacred obligations. 
The obligation of the public faith transcends all (juestions of profit or 
public advantage." 

This message aroused the ire of both houses, and on the very day 
it was received, they passed the bill over the President’s veto. The 
vote in the House was 196 to 73 and that in the Senate 46 to 19. 
Thus the Bland-Allison silver bill became law February 28, 1878. 
The supporters of the bill came^ chiefly from the W(\st and South, 
while the opponents came })rincipally from the East. Th(‘ cheap 
money interests, including those formerly affiliate'd with the Green- 
back Party and most of the opponents of the Resumption Act, were 
nearly all supi)ort('rs of the ])ill. 

The Act contained three important provisions; viz.: (1) It au- 
thorized the r(‘siim])tion of the coinage of silver dollars of the wtfight 
and fineness provided for in the; Act of 1837 ^ (i.(\, 41234 grains, 
.900 fine), but limit(‘d this coinage to the amount of dollars that 
could be minted out of the silver bullion that the S('cr(Tary of the 
Treasury could buy at the market price of silver each month by 
the expenditure of not less than $2 million nor more than $4 
million. Under this provision, the lower the prices of silver, the 
greater the number of dollars that could be minted. 

(2) It made these silv('r dollars unlimited legal tender for all 
debts and dues public and private, except where otherwise ex- 
pressly stipulated in the contract ; and 

(3) It authorized holders of the new silver dollars to deposit 
them in the Treasury in sums of not less than $10 and to receive 
in exchange silver certific^ates which the Treasury was authorized 
to issue in denominations of not less than $10. ^ The coin so de- 
posited was to be retained in the Treasury for the payment of the 
silver certificates on demand. 

While the Bland-Allison bill was being pushed through Congress, 
Senator Matthews of Ohio introduced a concurrent resolution, 
which was debated along with the Bland-Allison bill itself. The 
Matthews Resolution, after the usual “whereases,” declared: ® 

* Cf., 8upra, p. 349. 

2 The Act of August 4, 1886, authorized the issue of silver certificates also in 
denominations of SI, S2 and $5. 

® For the history of this resolution, see Laughlin, pp. 201-213. 



378 


MONEY 


^^That all the bonds of the United States issued, or authorized to be 
issued, under the said acts of Congress hereinbefore recited, are payable, 
principal and interest, at the option of the (lovernment of the United 
States, in silver dollars of the coinage of the Ibiited States containing 
4121^^ grains each of standard silver; and that to restore to its coinage 
such silver coins as a legal tender in j^ayment of said bonds, princij)al 
and interest, is not in violation of the public faith, nor in derogation of 
the rights of the public creditor.” 

The Resolution was passed by the House January 25 and by the 
Senate three days later; in both cases by large majorities. As 
Laughlin points out, there was no doubt as to the legal right of the 
United States to pay interest and principal of its public- debt in 
silver if it should so (‘hoose; the real (question was not one of law 
but of moral and public policy. 

Before the passage of either the Matthews Resolution or the 
Bland-Allison Act, there were many dire prophesies from high 
financial quartc'rs as to the eff(xds the passage of these measures 
would have on our national credit. Typical of them is the follow- 
ing, quoted from a letter written November 7, 1877, by August 
Belmont to John Sherman, then Secretary of the Treasury; ^ 

“I fear that the threatening position of the silver question will check 
completely any demand for the four per cent, bonds here and in Europe. 
The damage which the passage of this measure will do to our public 
credit abroad cannot he over estimated. To remonetize silver upon the 
old standard, and make it a legal tender for all private and jiublic debts, 
will be considered by the whole civilized world as an act of repudiation 
on the part of the federal government, and cast a stain upon our national 
credit, which has hitherto stood as high and bright as that of any govern- 
ment in the world. ... To do such a thing now as is contemplated by 
the Bland silver bill, when the federal finances are in a flourishing con- 
dition, when the premium of gold has been reduced two and a half to 
three per cent., and when our funded debt sells equal to that of any 
other public security in the world, is actually as if a man of wealth and 
povsition, who had by a life-long course of strict honesty acquired the 
well-earned confidence and respect of his fellow-citizens and of the 
outer world, should in the midst of his affluence, and without any 
palliating excuse of any temptation of want or necessity, commit open 
theft. 

‘T am sure I do not over estimate the damaging effect which the 
passage of the bill must have upon American credit. All my letters from 
abroad, and conversations with persons familiar with the English and 
continental money markets, confirm my convictions on that point.” 

1 John Sherman’s Hrcollectiom of Forty Years in the House, Senate and Cabinet — 
An Autobiography, Vol. II, pp. 604 and 605. 
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How THE Bland-Allison Act Worked 

The Bland- Allison Act was in o[)enition from 1878 until 1890, 
and during these twelves years (vich succu^eding S(‘cr(Tary of the 
Treasury, in the exercise of his option to buy not Ic'ss than $2,000,- 
000 nor more than $4,000,000 worth of silvcT, k(‘pt close to the 
minimum figure. During this period, however, despite the artificial 
demand for silver created by these purchases, the gold price of 
silver declined almost continually,^ th(‘ average i)rice for fine silver 
in New York for the year 1877 having been $1.19 an ounce and 
for 1889, 93.6 cents an ounce. As the price declined, dollars bought 
increasing amounts of silver bullion and therefore nvsulU'd in the 
pumping into circulation of a continually increasing volume of 
silver dollars and silver certificates. For th(‘ years 1878 to 1889 
the (coinage of silver dollars under thc^ Bland-Allison Act was as 
follows: 



$000,000 

1878 

22.5 

1879 

27.6 

1880 

27.4 

1881 

27.9 

1882 

27.6 

1883 

28.5 

1884 

28.1 

1885 

28.7 

1886 

31.4 

1887 

33.6 

1888 

32.0 

1889 

34.7 

Total 3 344.9 


TIk'SC silver dollars, however, were not popular in most parts of 
the country. The public found them cumbersome and inconven- 
ient. They piled up in the l)anks, and i\w public returned them in 
large ciuantities to the Government in the paymcuit of taxes and 
other Government dues. Their circulation, ‘'by proxy,’' was 
greatly facilitated by the use of silver certificates, and particularly 
by certificates of the lower denominations which were authorized 
by the law of 1886. Throughout the period 1878 to 1890 a large 
and generally increasing proportion of the issues under the Bland- 

’ Cf., supra, pp. 360-364. 

2 Cf., U. S. Treasury Circular No. 52, July 1, 1912, pp. 54 and 55, 

3 In computing the total, complete figures have been used. 
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Allison Act was in the form of silver certificates. By July 1, 1890, 
the circulation of silver dollars was only $56 million, while that of 
silver certificates was $298 million. 

Throughout his first Administration, President (^hweland used 
his influence for the repeal of the Bland- Allison Act. In his message 
of December 6, 1886, after pointing out that silver had just de- 
clined to the lowest price in its history, he said : 

Every fair and legal effort has been made by the Treasury Department 
to distribute this currency among the people. The withdrawal of United 
States Treasury notes of small denominations and the issuing of small 
silver certificates have been resorted to in the endeavor to accomplish 
this result, in obedience to the will and statement of the representatives 
of the people in the Congress.” 

He then showed that these efforts had been of little avail, and 
called attention to C'ongress to the fa(;t that the Director of the 
Mint “again urge's the necessity of more vault room for the pur- 
pose of storing those silver dollars which are not needed for circula- 
tion by the people.” 

The extent to which the country could absorb theses monthly 
outpourings of new silver money without disturbane^e depended in 
large part upon the volume of the country’s business activity. In 
prosperous years, whcui business was active and th(i demand for 
money was large, as in the years 1886 and 1887, this new money 
was readily absorbed, while in periods of business depression, as 
in the years 1883 and 1884, it became a drug on the market and, 
under the principle of Gresham’s Law, tended to drive gold out 
of circulation and out of the country. The absorption of the silver 
certificates into the circulation during these years was aided by the 
fact that our bond-secured national bank-note circulation was 
declining at this time as a result of the rapid rise in the price of 
United States government bonds. ^ 

In November, 1878, when the New York Sub-Treasury was 
admitted to th(? New York Clearing House, the Clearing House 
passed a resolution prohibiting the payment of balances at the 
Clearing House in silver certificates or silver dollars. This action 
in a short time aroused in Congress vigorous criticism of the East- 
ern bankers who were alleged to be trying “to discredit the coun- 
try’s silver currency.” In July, 1882, when the twenty-year charters 
of the national banks came up for renewal by the Government, 

1 Cf., Kemmerer, The A B C of the Federal Reserve System, p. 15. 
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Congress prescribed that “no national banking association shall be 
a member of any clearing-house in which [silver] certificates shall 
not be received in settlement of clearing-house balances.” The 
Clearing House was accordingly forced to rescind its resolution. 

In his Annual Report for 1880, Secretary Sherman declared that 
it was impossible to keep in circulation more than 35 p(‘r cent of 
these newly coined silver dollars, arid in a personal letter to James 
A. Garfield undc^r date of July 19, 1880, he said that “the silver 
law threatens to produce within a year or so a single silver standard 
... I could at any moment, })y issuing silver fn^ely, bring on a 
crisis.” ‘ 

Grovc^r Chweland, aft('r his first election but before his inaugura- 
tion, came out vigorously and fearlessly for the repeal of the Bland- 
Allison Act in the face of an ov(U‘whelming nmjority in Congress 
favorable to the A(d. In a letter to Re]:)resentative A. J. Warner, 
made public February 24, 1885, ^ he said that this act had resulted 
in the heaping up in th(^ Treasury vaults of large quantiti('s of 85- 
cent silver dollars, and that the fact that these dollars were being 
received in ine.reasing (quantities by the Tr('asury in payment of 
governmciiit dues was diminishing the flow of gold into the Na- 
tional Treasury. He said : 

“Silver and silver certificates have displaced and are now displacing the 
gold in the Federal treasury now available for the gold obligations of 
the United States and for the redernjition of the United States notes 
called ^greenbacks.' If not already encroached upon, it is perilously near 
such encroachment. , . , 

“These being the facts of our present condition, our danger, and our 
duty to avert that danger, would seem to be qJain. I hope that you con- 
cur with me and with the great majority of our fellow-citizens, in deem- 
ing it most desirable at the present juncture to maintain and continue 
in use the mass of our gold coin, as well as the mass of silver already 
coined. This is possible by a present suspension of the purchase and 
coinage of silver. I am not aware that by any other method it is pos- 
sible." 

Two days later the House defeated the amendment for suspending 
silver coinage by a large majority, the opposition consisting of 118 
Democrats and 52 Republicans, while the proponents of repeal 
were 54 Democrats and 64 Republicans. Thus, says Nevins: ^ 

1 Quoted by Noyes, p. 74. 

* McElroy, Grover Cleveland, Vol. I, pp. 107-109. 

> Grover Cleveland, p. 204. 
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‘'The first Democratic President in a quarter century had been slapped 
in the face by his own j^arty before he took his seat. Nevertheless, the 
letter was a statesmanlike ])iece of initiative. It served notice that Cleve- 
land, following; in the footsteps of Seymour and Tilden, would turn a face 
of granite against all inflationist schemes. By its very vigor it put heart 
into frightened bankers and restored confidence.” 

Exports of gold, which had been very heavy in 1884, became 
negligible in 1885, and under the prosperous conditions prevailing 
during most of the next four years th(' new issues of silver certif- 
icates wen' fairly w(‘ll absor])ed and result'd in driving very little 
gold out of tb(' country, except for the year 1889.^ 

This brings us to the setamd silver-purchase measure, the so- 
called SluTinan Silver Purchase Act of 1890. 

The Sherman Purchase Act 

During the ]att('r eighties interest in th(' silver purchases under 
the Bland-Allison Act was quiescent, since the new silver caTtifi- 
cat(‘S that w^('r(‘ l>eing forced into the circulation were, for a time, 
readily absorlx'd thanks to the business prosperity and to a declin- 
ing national bank-note circulation. However, Mr. William Win- 
dom, Prc'sident Harrison’s first Secretary of the Treasury, unex- 
pectedly pushed th(' subj(X’t of silver prominently into public 
att('iition by recomnn'iiding in his first Annual Report to the 
Pn'sident a lunv silver coinage plan supplementing the Bland- 
Allison Act, wdiich he wished to have continued. Among other 
things this plan called for the issuance of Treasury notes against 
the deposit of silver bullion at the market price of silver at the time 
when the bullion was deposiU'd. The Treasury notes were to be 
r(‘deeinabl(' in gold, or in silver bullion at the market value at 
the time of redemption. Concerning the plan President Harrison 
said that he had been able to give it ‘‘only a hasty examination 
. . . owing to the fact that it had been so recently formulated.” 
Although this plan was never adopted, it became the basis of the 
Silver Purchase Act of 1890, which was approved by the President 
July 14, 1890, and which replaced the Bland-Allison Act of 1878. 
This Act was a compromise between the demands of the extreme 
bimetallists and those of the gold monometallists. The compromise 
character of the law explains in part why, although the Democratic 

> Cf., chart showing United States Notes and Treasury Notes Redeemed in Gold, 
and Exports of Gold, 1879-1K97, I ndiariapnlia Monetary Commission Reports, 
p. 434. 
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Party was much more favorable to silver than the Republican 
Party, not a single Republican member of either house voted 
against the bill, and not a single Democratic member voted in 
favor of it. 

The political situations underlying tlie passage of the Sherman 
Act were d(\scribed by Scmator John Sherman a h'w ycuirs later. 
He said : ^ 

‘‘The authorship of this law has been generally credited to me, and it 
was commonly called the ‘Sherman silver law,’ though 1 took but little 
part in framing the legislation until the hill got into conference. The 
situation at that time was critical. A large majority of the Senate fa- 
vored free silver, and it was feared that the small majority against it in 
the other House might yield and agree to it. The silence of the President 
on the matter gave rise to an apprehension that if a free coinage bill 
should ])ass both Houses he would not feel at liberty to veto it. Some 
action had to be taken to prevent a return to free silver coinage, and the 
measure evolved was the best obtainable. I voted for it, but the day 
it became a law 1 was ready to rej^eal it, if repeal could be had without 
substituting in its place absolute free coinage.” 

Tho priruapal provisions of th(‘ Act wore as follows: 

(1) The B(?cretary of the Tn'asury was re(piired to purchase 
silver bullion to the amount of 4,500,000 ounces (^ach month, or 
such a part of that sum as might be off('red at a prica^ not grt'ater 
than a dollar for tho amount of silver contained in a silver dollar; 
that is, about 77 per cent of an ounce ; and to pay for the silvc'r so 
bought by the issuance' of a now kind of money called Treasury 
notes. It will be noted that when the price of silver dc'clined the 
volume of dVeasury note's issiu'd also declined, and whe'ii it rose the 
volume' of Tre'asury note's increased; whe'reas, under the Bland- 
Allison Act, which re'quired the> monthly purchase of ne)t less than 
$2 million worth of silver or more than S4 million worth, when the 
price e)f silver decline'd the amount e^f silver purchased for coinage 
into silver dollars re)se, and when the price rose the volume pur- 
chased declined. 

(2) The Treasury notes were made “redeemable on demand, in 
coin,” and the law provided that when so redeemed, they “may 
be reissued.” The redemption provision of the law is noteworthy 
in the light of subsequent developments. It was : 

* John Sherman’s Recollections of Forty Years in the House, Semite, and Cabinet, 
Vol. II, pp. 1069-1070. 
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“That upon demand of the holdejr of any of the Treasury notes herein 
provided for the Secretary of the Treasury shall, under such regulations 
as he may prescribe, n;decm such notes in gold or silver (!oiii, at his dis- 
cretion, it being the established policy of the Ihiitcd States to maintain 
the two metals on a ]airity with each other upon the present legal ratio, 
or such ratio as may be j)rovided by law.” 

(3) Unlike the silver certificate's of the Blancl-Allisoii Act, the 
Treasury notes w(Te math^ unlimited legal tender. 

(4) The Secrc'tary of the Tn^asury was reepured to coin monthly 
until July 1, 1891, t wo million ourua's of tin' silvcT bullion purchasc'd, 
and thereaftiw so much as should be lU'cessary for the redemption 
of the Treasury notes. Sin(‘e the public in presenting Tre^asury 
notes for redem])tion almost invariably ask('d for gold instead of 
silver dollars, this latter provision of th(‘ law was of little impor- 
tance. 

Issues Treasury Notes of 1890 

During aj^proximately three and a (luarter years in which silver 
bullion purchases were niad(‘ under the Act of July 14, 1890, the 
Government bought (in round numbers) 169 million fine ounce's of 
silver in payment for which it issued $156 million in Treasury 
notes. The volume of these notes in circulation at the end of ('ach 
of the years during which they w(Te issued for the purchase of 
silver was as follows; 



* 000,000 

1891 

40.3 

1892 

98.3 

1893 

140.9 

1894 

134.7 


On June 30, 1893, tlu'y constituted about 9 per cent of tlu‘ nation's 
total monetary circulation. 

These four yc'ars were years of business depression throughout 
most of Europe and, also, excc'pt for the year 1892, in the United 
States. It was not a time in which the country could readily absorb 
substantial increases in tlu^ monetary circulation. Since many 
peopk^ were skeptical about the soundness of these new Treasury 
notes, “backed" as they were by silver which had been depreciat- 
ing for years in terms of gold, the yniblic early began to discriminate 
against the Treasury notes and in favor of gold coin and gold certif- 
icates. In other words, in accordance with the principle of Gres- 
ham’s Law, they held back the better rnonc'y and passed on to 
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others the poorer money. Furthermore, as money became ri'latively 
redundant and, in conse(|uenee, exehang(‘ ra,l(‘s went to the gold- 
export point, gold, which had a ready f on ‘ign inark(‘t, went abroad, 
while the fiduciary money, including the increasing volume of 
these Treasury notes, stayed at home. 

According to Dewey: ^ 

Before the passage of the Shennaii Act nine-tenths or more of the cus- 
toms receipts at the New York customhouse were ]xiid in roIcI and gold 
certificates; in the summer of 1891 tlie proportion of gold and gold cer- 
tificates fell as low as 12 per cent., and in September, 1892, to less than 
4 per cent. The use of United States notes and treasury notes of 1890 
correspondingly increased.” 

The Sherman Purchase Act, it will recalled, required th(‘ 
Secretary of the Treasury to r(‘d(‘em the Treasury notes “in gold 
or silver coin at his discretion.’’ The Secretary, how(‘ver, had al- 
ways red(^emed the Treasury notes, as he was h'gally obligc'd to 
n'deern the United States notes, on dcunand in gold. Beginning 
with the summer of 1892, demands for redemption of both kinds 
of notes began to increase rapidly. They fell off, however, with the 
crop moving demand for paper money in the fall, but increased 
enormously in December. For the first four months of 1893 re- 
demptions amounted to over $50 million, as compared with less 
than $2l4 million in the corresponding months of th(' year 1892.*^ 
By April, 1893, the net gold in the Trc'asuiy had fallen l)elow the 
conventional $100 million limit. The ('xcess of gold exports over 
imports for the fiscal years 1890 to 1893 inclusive were: 



$ 000,000 

1890 

4.3 

1891 

08. 1 

1892 

0.5 

1893 

87 . 6 ^ 


^ Dewey, Davis R., Financial History of the United States, pp. 44.3 and 444. 

2 Finance Report, 1897, p. 139. 

While there was no statutory provision for a gold reserve of SlOO million, the 
public for some years had been accustomed to expect the reserve to be maintained 
at a figure not lower than this sum. There were two reasons for this tradition: 
(1) under the Resumption Act of 1875 no part of the face value of the bonds sold for 
providing the funds for redemption purposes, amounting to al)out $i)(),()()0,00(). 
could be used for fiscal purposes; and (2) the Act of 1882 in authorizing the issue of 
gold certificates provided that the Secretary of the Treasury should suspend their 
issue whenever the amount of gold in the Treasury “reserved for the redemption of 
United States notes falls below one hundred millions of dollars.” 

* Finance Report, 1897, p. 140. 
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The Philadelphia & Reading Railway Company went into bank- 
ruptcy February 20, with a capital of 140 million and a debt of 
more than S125 million. In (iarly May 

“ . . . the National Cordage Company, with twenty millions capital 
and ten millions liabilities, followed suit. ... In January, National 
Cordage stock had advanced twelve i)er cent, on the New York market, 
selling at 147. Sixteen weeks later, it fell below ten dollars per share, 
and with it, during the opening week of May, the whole stock market 
collapsed.” ^ 

The number of commercial failures in the country increased 50 
per cent in 1893 over the preceding year and the total liabilities 
were three times as large as they were in 1892. Pig iron production, 
which was considered to be one of the best indi(‘es of industrial 
production at that time, declined 24 per cent in 1893. 

Moreover, just at the time whc^n our circmlatioii was being 
glutted with Treasury not(is as a result of the large silv(‘r purchases 
and when the public were becoming in(*reasingly fearful that the 
country would be driven from the? gold standard to a silver stand- 
ard, India, whose silv(T standard currency for many years had 
been providing an unlimited market for the purchase of silver, 
closed her mints to the free coinage of silver (June 26, 1893) and 
th(‘reby gave a severe blow to the value of the white metal. Since 
this action by the Indian Government had be('n expected, anticipa- 
tion of it had be(ui depressing the gold price of silver for a consider- 
able period. The average prices for an ounce of silver in New York 
for the years 1891 to 1894 inclusive were: 


1891 

S0.99 

1892 

0.88 

1893 

0.78 

1894 

0.64 


The situation became so bad that the business men of the coun- 
try began to urge strongly the calling of a special session of Con- 
gress for the purpose of repealing the Sherman Purchase Act. The 
Commercial Club of St. Louis, for example, on May 20 passed a 
resolution declaring that the Sherman Act was 

^‘only productive of evil in our monetary system and disturbance to the 
national credit, and that the prosperity of the whole country, agricul- 
tural, manufacturing and commercial will be in a great degree promoted 
by its early and unconditional repeal.” ^ 

1 Noyes, pp. 188-189. 

® Quoted by Barnes, James A., John G. Carlisle — Financial Statesman, p. 269. 
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The following month the hanking hous(' of Harv(‘y Fisk and Sons 
in New York issued a circular which, after describing the growing 
distrust throughout the country resulting from the Sherman Act, 
said: 

“Still this great American nation is obliged to calmly face inevitable 
ruin . . . simply because its Representatives are not called together in 
accordance with the authority vested in its Chief Executive, and forced 
to remove from the Statute lh3oks the law which is eating away the 
vitals of American honesty, of American credit, and casting into a great 
abyss a century of financial honor/’ ‘ 

President Cleveland, who had been during his previous Admin- 
istration a strong oppoiumt to the In^avy coinage of silver n'cpiirfd 
by the Bland- Allison Act, was from the Ix'ginning of his s('(*ond 
Administration also xmtspoken in his o])position to tlu‘ Slnu-mau 
Act. On June 30, 1893, only four days after the closing of the In- 
dian mints, he called for an extraordinary session of Congnvss to be 
convened on August 7, “to th(' end that the })eo])I(‘ may be ndieved 
through legislation from present and impending danger and dis- 
tress,” a condition which “is largely th(‘ result of a financial jiolicy 
which the executiv(' branch of the Government finds (‘mbodi('d in 
unwise laws, which must be (‘xecuted until repealed by ( 'ongress.” 

The day after (k:mgress opened Ckn^dand sent to it a clarion 
call for the repeal of the Sherman Act and for othc^r k'gislation 
that would “put beyond all doubt or mistake the intention and the 
ability of the Government to fulfill its pecuniary obligations in 
money universally recognized by all civilized countries.” In ex- 
plaining the breakdown of confidence resulting from the heavy 
silver purchases, he said : 

“Between the 1st day of July, 1890, and the 15th day of July, 1893, the 
gold coin and bullion in our Treasury decreased more than $132,000,000, 
while during the same i)eriod the silver coin and bullion in the Treasury 
increased more than $147,000,000. Unless Government bonds are to be 
constantly sold to replenish our exhausted gold, only to be again ex- 
hausted, it is ai)parent that the oj)eration of the silver-jiurchase law 
leads in the direction of the entire substitution of silver for the gold in 
the Government Treasury, and that this must be followed by the i)ay- 
ment of all Government obligations in depreciated silver.” 

This, he pointed out, would constitute abandonment of the gold 
standard. He then continued : 

* Quoted by Barnea, idem, p, 259. 
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“The knowledge in business circles that our Government cannot make 
its fiat equivalent to intrinsic value nor keep inferior money on a parity 
with superior money has resulted in such a lack of confidence that capital 
refuses its aid to new enterprises, while millions are actually withdrawn 
from the channels of commerce to become idle in the hands of timid 
owners. Foreign investors, equally alert, not only decline to i)urchase 
American securities, but make haste to sacrifice those which they al- 
ready have/’ 

The fight for repeal was a hard one, and both political parties 
were badly split. Broadly spt^aking, the division of public senti- 
ment was more territorial than politi(*al. In the I'last both Repub- 
lican and Democratic sentiment, were strong for repeal. The West 
was strongly pro-silver, the Middle West was divided, while the 
South, except for the large planters and the commenual population 
of the cities, w’as generally opposed to rep(^al. Th(‘ House, in which 
the representation of the populous Eastern state's dominated, 
passed the repeal l)ill promptly on August 21 ]:)y a vot(^ of 239 to 
108; but the Sc'iiate, with its large representation from silver- 
producing states and from agricultural stat(‘s, continued to resist. 
The spread of th(' panic from the blast to th(' West, how(wer, with 
widespread failures of Western banks, sonn^what we^akened the 
silver enthusiasm in a numl>er of tlu' Western states. 

In the latter part of October th(‘ Democrats in the Senate, 37 
out of 44, sought a compromise according to which the silver pur- 
chase clause should be extend('d to July 1, 1894, the seigniorage in 
the Treasury should all be coin('d, and further issues of Treasury 
notes should be limiti'd to the dcaiorninations of ten dollars and 
above. In this effort the Democrats were joined l)y a group of silver 
Republicans, Cleveland was indignant over the proposal and on 
October 23, after a Cabinc't meeting in wRich he expressed his 
opposition in vigorous language, he authorized a statement to the 
press given out by Secretary Carlisle, that: “The President adheres 
to the position that the purchasing clause of the Sherman silver 
law should be unconditionally repealed. . . ^ 

The President finally won his fight and on October 30 the 
Senate voted for repeal by the vote of 43 to 32. 

After Repeal 

The repeal of the silver purchase clause, however, did not bring 
the financial crisis to an end. The crisis had altogether too much 

1 Cf., Nevine, Grover Cleveland, pp. 645 and 546. 



SILVP^R CONTROVERSY IN UNITED STATES 389 


momentum to be stopped so easily. Mon'over, the agitation for 
bimetallism, both in Congress and out, continued unabated. In 
fact, it was soon to be greatly strengthened under the powerful 
political leadership of William Jennings Bryan. 

The gold reserve continued to decline in response to heavy de- 
mands for hoarding and for export, and by February 1, 1894, it had 
n'ached the low figure of S65 million. Again the Secr(4,ary of the 
Treasury replenished it by the issue of bonds imd(‘r authority of 
the R(?sumption Act of 1875. Two such issues added to the gold 
reserve over $117,000,000, but as fast as the rc'serve was replenished 
it was depleted by the pr(‘sentation of Treasury notes and gretai- 
backs for red('inption in gold, and th(‘ so-called “endless chain'’ 
continued in full opemtion. In the words of Pn^sidc'iit Cleveland’s 
message of December 2, 1895: “Again disappointment awaited 
the anxious hope for relief. There was not even a lull in the exas- 
p('rating withdrawals of gold. On the contrary, they grew larger 
and mor(' persistent than ever." On January 28, 1895, the President 
again sought authority from (;bngr(\ss to issue' gold l)onds at low 
iiderest rates for replenishing the reserve, but again there was no 
r(\si)onse. 


The Syndicate Bond Issue 

By February the situation had become critical, with the reserve 
at l('ss than $42 million, and with a breakdown of the gold stand- 
ard imminent. To meet the situation a new devie^e was adoptc'd. 
Instead of selling the bonds in the open market for gold that was 
in large part withdrawn from the Covernment’s gold reserve by 
the public to pay for the bonds, the Government made a special 
agreement with a syndicate of large financial interests. This 
agreement provided that 4 per cent thirty-year bonds, of a type 
authorized by the Resumption Act of 1875, amounting to about 
$62 million, should be exchanged for gold receivable by weight, to 
an amount a little over $65 million. The gold was to be delivered 
in installments over a period of six months, and at least one-half 
of it was to be obtained from abroad. It was stipulated that dur- 
ing the continuance of the contract the members of the syndicate 
would use every means in their power to protect the Government 
against gold withdrawals. 

In view of the National Government's repudiation in 1933 of 
the gold clause in its bond obligations, it is significant that in the 
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case of this bond issue of 1895 the confidence of the public in the 
integrity of the gold clause was so great that the Government 
could have borrowed, it was alleged, at a subst antially lower inter- 
est rate, if Congress had been willing to authorize the issue of 
bonds payable in gold coin, instead of merely ‘Mn coin.’' On this 
subject President C’leveland said in his message of December 2, 
1895: 

“The contract also provided that if Congress would authorize their 
issue, bonds jmyablc by their terms in gold and bearing interest at the 
rate of 3 per cent per annum might within ten days be substituted at 
par for the 4 per cent bonds described in the agreement. 

“On the day this contract was made its terms were communicated to 
Congress by a S{)ccial Executive message, in which it was stated that 
more than $15,000,000 would be saved to the Government if gold bonds 
bearing 3 per cent interest were authorized to be substituted.” 

Congress failed to grant the authority to issue gold bonds re- 
quested by the President and th(‘ syndicate opc^ration for “coin" 
bonds was carried through as planned. As a result of this opera- 
tion, the gold reserve was raisc'd to about $108 million by early 
July, 1895. Confidence was tem])orarily improved, but th(i syndi- 
cate was not able to prevemt a further serious depletion in the' re- 
serve and in a short time the reserve had again fallen to a danger- 
ously low figure. 

Although C'ongress had refused the President authority to issue 
bonds payable in gold, the proponents of silver in both houses 
attacked him vigorously for this issue of bonds for gold bullion 
through a syndicate of bankers. Th(i critics claimed that such an 
issue lacked h^gal authority, and that in making it the President 
had been subservient to the dictates of Wall Street. 

A Fourth Bond Issue to Replenish Gold Reserve 

At the end of 1895 the reserve was so low and the situation was 
so threatening, apprehension having been recently increased by 
the fear of war with England over the Venezuelan affair, that a 
fourth bond issue was authorized to replenish the gold reserve. In 
view of the opjiosition aroused by the previous syndicate issue, this 
fourth issue, which was for $100 million 30-year 4 per cent 
bonds, was offered directly to the public. It was greatly oversub- 
scribed and yielded a premium of approximately $11 million. 
However, according to careful estimates, something like forty 
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million of the bonds were purchased with gold that was with- 
drawn from the United States Treasury for the purpose through 
the presentation of notes for redemption. 

Despite the repk'nishment of the reserve through this fourth 
bond issue, the hoarding and exportation of gold continued to de- 
plete the reserve, and this depletion was stimulated by the free sil- 
ver campaign which culminated in the defeat of William Jennings 
Bryan and the election of William McKinley in November, 1896. 

Confidence in Gold Standard Restored 

After the election confidence was restored, gold came out of 
hoards and was turned into the Governm(uit Treasury in large 
volume, while the heavy net exports of gold which characterized 
the period 1891 tq 1896 (except for the year 1892) were soon 
transformed into a strong flow of gold into the country. By 1897 
prices began to move upward under the influence of the heavy 
outpourings of gold from the newly developed gold fields of South 
Africa, and the country entered upon another period of prosperity 
which continued until the panic of 1907. 

The Gold Standard Act of 1900 

Although the closing of the American mints to the free coinage 
of the standard silver dollar in 1873 provided the k^gal basis for 
a gold standard currency which would become effective whenever 
specie payments should be resumed, and although the currency 
was actually and lawfully on the gold standard after the resump- 
tion of specie payments on January 1, 1879, there was no clear- 
cut and definitive statutory establishment of the gold standard 
until the so-called Gold Standard Act of 1900. This act declared 
that the dollar consisting of 25.8 grains of gold .900 fine should be 
the standard unit of value, and provided that “all forms of money 
issued or coined by the United States shall be maintained at a 
parity of value with this standard, and it shall be the duty of the 
Secretary of the Treasury to maintain such parity.” United 
States notes and Treasury notes were specifically made redeem- 
able in gold coin on demand and a redemption fund of $150,000,000 
was established to be “used for such redemption purposes only.” 
For maintaining the redemption fund at an adequate figure the 
Secretary of the Treasury was given liberal powers of borrowing 
money on terms and conditions that would have fully met the 
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wishes of President Cleveland during the long years of his valiant 
fight to obtain authority from Congress to issue bonds on satis- 
factory terms for the maintenance of the gold reserve. Not only 
was the Secretary of the Treasury authorized by this law to sell 
bonds to replenish the gold reserve fund whenever necessary to 
maintain the gold standard, but he was positively required to do so. 

The Act of 1900 provided for the cancellation and retirement 
of Treasury notes to an amount equal to the value of standard 
silver dollars and subsidiary silver coins minted from the bullion 
purchased with these notes, it being contemplated that the notes 
themselves would be replaced in circulation chiefly by silver 
certificates. By 1912 all the Treasury notes had been retired, 
except about $3,000,000 and the few struggling notes still out- 
standing have long since ceased to be a factor in the monetary 
circulation. 

The silver legislation of the years 1933-1935 and its results are 
tied up with the currency and banking problems of this critical 
depression pt'riod. They will be discussed in Volume II of this 
book as a phase of our curnuit monetary problems.^ 

NOTE 

The second volume of this hook, which is now in preparation, is devoted 
mostly to the subjects of credit and banking. Inasmuch as our current mone- 
tary problems are closely interwoven with our problems of credit and banking 
and cannot be adequately discussed except in their interrelationship with 
those problems, the chapter dealing specifically with our present-day monetary 
controversy is being placed at the end of Volume II instead of in the present 
volume on Money. 

Until the publication of Volume II, any reader interested in the author’s 
views on the monetary controversy of the depression period 1930-1935 will 
find them given in popular form in his book Kemrnerer on Money, which was 
first published in January, 1934 and is being currently revised. 
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bullion values of the rupee, 1889- 
1900, 28; annual rate of turnover of 
bank deposits, 1919-1935, 113; 
value of assignat, 1789-1796, 181; 
pricei^ and wages in terms of green- 
backs, 1860-1880, 247; inflation in 
Germany: exchange rate of the 
mark, wholesale pri(;es and volume 
of circulating medium, January, 
1914-December, 1923, 290; coinage 
of gold and silver at the United 
States Mint, 1793-1833, 337; com- 
mercial value ratio of silver to gold, 
annual average, 1790-1934, 350; 
relative values of gold and silver 
as expressed in purchasing power 
over commodities, 1873-1893, 362; 
variations in the price of commod- 
ities and of silver, 1873-1893, 363; 
world production and commercial 
value ratios of gold and silver, 
1687-1930, 365; values of gold and 
silver as measured by their respec- 
tive purchasing powers over com- 
modities at wholesale, 1818-1933, 
375. 

Chase, Salmon P., program for fi- 
nancing the Civil War, 231-234; 
Congress approves j^art of pro- 
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gram of, 232; recommends new cur- 
rency, 234; cited, 236, 239, 245- 
246; as Chief Justice of the United 
States Supreme Court, 261; opin- 
ion on greenbacks, 263. 

Checks, 49, 50. 

Chinese knife money, 7. 

Circulating media, volume of, in Ger- 
many, 1914-1923, 290. 

Clavi^re, mentioned, 175. 

Cleveland, President, cited, 380, 381, 
387-388, 390. 

Closing of mints to coinage of silver 
by India, 1893, 27, 97; to silver in 
France, 1871, 324. 

Coinage, origin of, 10; of rupee prac- 
tically discontinued, 27; France, 
1803-1835, 320-321; movement for 
national coinage in United States, 
325; of gold and silver in United 
States, 1793-1833, 337-338; of 
silver dollars in United States, 
339-310; changes in France, 350; 
of gold and silver in United States, 
1830-1873, 352. 

Coinage Act of 1834, 348-349. 

Coinage Act of 1837, 349-350. 

Coins, weights of American, prior to 
1933, 84. 

Commercial and Financial Chronicle, 
cited, 254; mentioned, 252. 

Commercial Club of St. Louis, resolu- 
tion, cited, 386. 

Commodities, see Price and Prices. 

Commodity Dollar, 108-116; weight 
of, 108-109; determination of 
value, 109-110; criticisms of, 110- 
116; depleting gold reserve in long 
periods of rising prices, 110-111; 
speculation in gold would tend to 
defeat plan, 111-112; would cause 
instability in foreign trade, 112; 
psychological factors ignored, 113- 
115; politics, 115-116. 

Commodity money, defined, 14-15. 

Compensatory principle of bimetal- 
lism, 84-90. 

Confidence, velocity of deposit cur- 
rency circulation varies with fluc- 
tuations in, 58-59. 

Congressional debate over constitu- 
tionality of legal-tender notes, 243- 
244. 


Conkling, Representative Roscoe, 
cited, 242. 

Continental Congress, report of 1785, 
cited, 327. 

Convertible pai>er money, 50-51. 

Convertibility, of money, prospects 
of, 59-60; effects of, on value of 
fiduciary standard money, 98-100. 

Cost of living, in relation to other 
prices during greenback period, 
248-250; in Germany, 1920-1921, 
283; in Germany during period of 
greatest inflation, 291-292. 

Cowrie shell money, 24-26, 33-34. 

Credit, meanings of, 38; current ac- 
count bank credit not used in 
United States, 39; kinds of bank 
credit, 39; })ank-note, 42-44; de- 
posit vs. bank-note, 44-45; bank 
reserve, 45-47; negotiable instru- 
ments of, 48-49; influence on price 
level, 49-50; during French Revo- 
lution, 193; bank, expansion of, in 
Germany during war period, 275- 
276; bank, rapid increase in use of, 
374. 

Crisfield, Re})resentative, cited, 243. 

Currency, India’s experience, 1893- 
1898, 26-29; amount of United 
States’ in 1865, 251; of greenbacks, 
inelastic, 251; opposition to con- 
traction of, in United States after 
Civil War, 254-255; Germany’s 
pre-war, 271-272; German emer- 
gency, 1914, 272-274; expansion 
of, in Germany during war period, 
275-276; issues of Reich, 1919-1921, 
281; ix)wers over, of National 
Government of United States, 328. 

Currency and banking, conditions in 
England, prior to 1793, 198-200; 
conditions, 1793-1797, 200-205; 

heavy fiscal demands for, 201-202; 
banking situation within England, 
203-205; England, years of com- 
parative stability, 1798-1810, 205- 
226; England, from legal-tender 
law to Resumption Act, 226-228. 

Currency and fiscal situation, United 
States prior to the Civil War, 230- 
231. 

Currency plan, recommended by 
Robert Morris, 325-326; by 
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Thomas Jefferson, 326; by the 
Board of Treasury, United States, 
327; i)y the Grand Committee of 
Congress, 327. 

Current account credits, form of bank 
credit, 39. 

Darlehnskassenscheine, authorized, 
273. 

Davies, George R., mentioned, 363. 

Dawes Committee, 285, 317. 

de Bordes, J. van Walr5, cited, 293. 

Decimal system, advocated by Mor- 
ris, 325. 

Deposit currency, included in equa- 
tion of e.xchange, 51. 

Deposits, classified, 39; general, 39; 
specific, 39; special, 39; see Bank 
Deposits. 

Deposit vs. bank-note credit, 44-45. 

Demand notes, authorized by act, 
July, 1861, 240. 

Democratic Party, favored national 
bimetallism, 373, 383. 

Depreciation, Ricardo’s dictum, 31. 

Depreciation of silver or appreciation 
of gold, 1861-1895, 360-364. 

Depressed value coin standard, Phil- 
ippine Islands, 1906, 30; use of 
term, 101-102; examples of, 102- 
103. 

Depressed value money, defined, 13. 

Depression, wPrld economic, of 1929, 
causes interest in bimetallism, 374. 

Dewey, Davis R., cited, 385. 

Dickinson, Senator, mentioned, 355. 

Diminishing gratification, principle 
of, 20. 

Dollar exchange, 135-136. 

Dollar, Hamilton’s arguments in fa- 
vor of, cited, 329. 

Dollars, coinage of silver, discontin- 
ued, 339-340; importance of half 
dollars, 340-341; see Commodity 
Dollar. 

Doraiswami, S. V., cited, 168. 

Drachma, 10. 

Drafts, 49. 

Dual standard, 14; use of term, 96; 
examples of, 96, 319. 

du Pan, Mallet, cited, 190. 

Durability, of gold as a commodity, 
76-77. 


Edmunds, Senator, mentioned, 258. 

Elasticity of demand, of gold as a 
commodity, 77-79. 

Emergency Banking Act of March 9, 
1933, United States, 268. 

Employment, during greenback pe- 
riod, 249-250; in Germany im- 
mediately after the War, 284-285; 
Germany, 306. 

Equation of exchange in a simple 
monetary regime, 32-33; a gold 
coin regime, 33-34; extended to 
include deposit currency, 51-53; 
revised form, 53. 

E.xchange and bullion value, of 
rupee, 28; of Philippine silver coins, 
30-31. 

Exchange, demand and usance, 132- 
134. 

Exchange futuras, 141-142. 

Exchange rates, sensitive prices, 149. 

Exportation of bullion, gold and sil- 
ver, prohibited in France during 
the Revolution, 178. 

Exportation of Philippine coins pro- 
hibited, 30. 

Exports, classes of, 121-124; com- 
modities, 122; securities, 122; serv- 
ices, 122-123; travel, 123-124; 
“treasure,” 124. 

Extravagance, during French Revo- 
lution, 194; during greenback pe- 
riod, 250-251. 

Falkner, C. U., cited, 196. 

Federal Reserve, notes, gold parity 
of, 71, 73; efforts to check declining 
prices, 114. 

Fessenden, Senator William P., cited, 
240, 243. 

Fiduciary Coinage Act of 1853, 351, 
354-355. 

Fiduciary money, maintaining parity 
of, by limitation of supply, 72-73; 
making interchangeable with gold, 
73; legal- tender, 73. 

Fiduciary money standard, England, 
1931, 15; India, 1893-1898, 15; 
United States, 1862-1879, 15; im- 
portance of, 96-97 ; examples of, 97 ; 
definition, 97; French assignats, 
173; in Germany for ten years from 
1914, 274. 
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Fiduciary silver coins, United States, 
first, 353-354. 

Fiscal operations, in Germany, of new 
Republican Government, 281-282; 
in Germany, latter jwst-war period 
of inflation, 286. 

Fisher, Irving, cited, 54, lOQ, 112; 
commodity dollar plan, 108. 

Fishhook money, 8. 

Fisk, Harvey and Sons, resolution on 
Sherman Act, cited, 387. 

Fite, E. D., cited, 250. 

Plight from Money, 60-61; Mexico, 
1916, 61; Germany, 1923, 61; 115. 

Foreign coins, Hamilton on use of, 
332; Act of Fel^ruary, 1793, 335; 
Act of Fel)ruary, 1798, 336; silver 
in United States, 342-343; in 
United States, 355-357. 

P^oreign exchange, between two coun- 
tries on the same standard, 121- 
142; factors determining rates of, 
128-129; insurance, 132-133; cable 
rate, 132; demand rate, 132; inter- 
est, 133-134; sight rate, 134; rela- 
tion to discount market, 134-135; 
monetary forces in exchange rate, 
136-140; bank reserves, 137-138; 
interest rates, 138; security and 
commodity prices, 138; gold flow, 
139; futures, definition of, 141-142; 
between a gold standard country 
and a silver standard country, 142- 
146; forward contracts, 147-148; 
between a paper money standard 
country and a gold standard coun- 
try, 149-153; gold exchange stand- 
ard country, 156-159; rates, 178. 

Poreign trade, effect of commodity 
dollar on, 112; means of payment 
in, 124-125. 

P'orward excliange contracts, 147-148. 

P>actional coins, driven out of circula- 
tion by greenbacks, 246. 

PYance, gold-silver ratios, 173; edict 
of August, 1788, 175; decrees of 
October, 1790 and May, 1791, 176; 
return to specie basis, 1796, 319. 

French Monetary Law of 1803, 319- 
320. 

Gallatin, Albert, cited, 346; men- 
tioned, 347. 


Garfield, James A., mentioned, 256 

Gaudin, PYench finance minister, 319. 

Germany, pre-war currency, 271-272; 
fiscal situation, 1914-1919, 275; 
industrial production, 1920-1923, 
306; agricultural production, 1920 
1923, 306; foreign trad 3, 306-309; 
foreign trade restrictions during 
the War, 307; foreign trade rcvstric- 
tions after the War, 307-309. 

Gold, dollar in United States prior to 
1933, 69; monometallism, varieties 
of, 70; in gold standard system, 
fixed price, 70, 73-74; unlimited 
market, 74; production varies with 
prices of commodities, 74-76; char- 
acteristics of as a commodity, 76- 
80; scarcity, 76; durability, 76-77; 
elasticity of demand, 77-79; varia- 
bility in production, 79-80; market 
value, effect of increasing use of 
gold in bimetallic system, 86-87; 
price level anchored to, tends to l)e 
more stable, 116; movements in 
international trade, 131; purchas- 
ing power of, in United States, 150; 
price of during PYench Revolution, 
178; price of, com]>ared with com- 
modities, 247-248; basis of cur- 
rency in United States, 1879-1933, 
260; in reparations payment, 286; 
coinage ratio in France, 1803-1835, 
320-321; coins of United States, 
1792-1834, 336-338; disappears 

from active circulation, 338-339; 
overvaluation of, in United States, 
346-348, 351; discoveries of, in Cal- 
ifornia and Australia, 350, 353; 
South African discoveries of, put 
end to bimetallic controversy, 373- 
375; excess of exports of, 1890- 
1893, 385. 

Gold bullion standard, characteris- 
tics, 80. 

Gold clause, 1933 repudiation of, by 
United States, 389. 

Gold coin standard, effect on equa- 
tion of exchange, 33-34; in United 
States, 70-72; typical, 72. 

Gold exchange standard, 81; object 
of, 154; outstanding characteristic 
of, 154; in operation in various 
countries, 154; favored by P^inan- 
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cial Commission of the Interna- 
tional Conference in 1923, 154; 
Philippine Islands’ experience with, 
155-150; functions of money pro- 
vided for, 156-157; fundamental 
{)rinciple of, 157; advantages of, 
159-161; economy, 159; disadvan- 
tages of, 164-169; future of, 169. 

Gold-export point, 130-132, 385. 

Gold-imyK>rt point, 129-130. 

Gold production, wrnJd’s, 77; world’s, 
1801-1934, 79-80; down, 1865- 
1871, 324; changes in, affect value 
ratio to silver, 364-366; 1886-1915, 

374. 

Gold ratio to silver, decided on by 
Hamilton, 329-331; in United 
States, 336, 350, 359. 

Gold reserve, necessary to resume 
specie payments in 1879, 260; 
fourth bond issue to replenish, 390- 
391. 

Gold school, in Bank of England con- 
troversy, 215-224. 

Gold standard, England, 1821, 69, 
70; characteristics of gold in its 
relations to, 73-76; foreign ex- 
change with silver standard system, 
142-146; foreign exchange with 
paper money standard system, 149- 
152; breakdown during war period, 
154; breakdown in England, 1931, 
168; laws enacted in Germany, 
1870-1875, 271; 1914, ceased to 
exist in fact in Germany, 273; re- 
turn to, by Germany, 1924, 316- 
317; adopted by Germany, 1871, 
323; confidence in, restored in 1896, 
391; act of 1900, 391-392. 

Gold value, 1918-1921, 282-283; of 
money in Germany, 287-289; in 
world’s markets, 1921-1923, 292; 
purchasing power over commod- 
ities, 1873-1893, 362; 1818-1933, 

375. 

Graham, Frank D., cited, 294, 295, 
303, 305, 307-308, 310; mentioned, 
293. 

Grant, President, cited, 257. 

Greenback Party, 259. 

Greenbacks, legal-tender cases, 26(1- 
2(’>8; Bronson vs. Rodes, 261-262; 
Lane County vs. Oregon, 1865, 


262; Hepburn vs. Griswold, 262- 
264; Knox vs. Lee, 265-267; 
Parker vs. Davis, 265-267; Juil- 
liard vs. Greenman, 267-268. 

Greenbacks, origin of, 235-238; 
Spaulding’s plan, 235; plan for 
issuance of legal-tender notes, 235; 
bankers’ plan, 235; law for first 
issue passed, 237 ; arguments in 
favor of, 238-240; “argument of 
necessity,” 238; financial program 
of opposition, summarized, 240- 
241; arguments against issue, 241- 
243; further issues of, 244-246; 
second issue, 244; tliird issue, 245; 
acts affecting status of, 245-256; 
fluctuations in value of, 246-250; 
prices and wages in terms of, 247; 
gold prices compared with com- 
modity prices, 247-248; wholesale 
vs. retail prices and cost of living, 
248-249; cost of living, 249-250; 
not redeemable in government 
bonds, 259; further contraction 
prohibited, 260; value of, 260; not 
a substitute for coin in debt pay- 
ments, 262; post-war history of, 
251-268; yilan for early return to 
specie basis, 251-253; schools of 
monetary reform, 253-254; opposi- 
tion to currency contraction, 254- 
255; question of yiaying government 
bonds in greenbacks, 255-257; 
Resumption Act, 257-259. 

Gresham’s Law, exemplification of, 
86, 182, 220, 323, 341, 343, 357, 
380. 

Hamilton, Alexander, cited, 243-244, 
330, 331, 332; mentioned, 336; Re- 
I)ort on the Mint, 328-329; sum- 
mary of recommendations, 331- 
332. 

Harris, cited, 184, 185; mentioned, 
180. 

Harrison, President, cited, 382. 

Hawtrey, R. G., cited, 191; men- 
tioned, 207. 

Hayes, President, cited, 376-377. 

Heilferich, Karl, cited, 62, 314, 323; 
mentioned, 61. 

Highly exchangeable commodities, 
how they develop into money, 4-6. 
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Hoarding, of gold, effect on elasticity 
of demand, 78; of gold and silver 
during the French Revolution, 178; 
of gold and silver, 192&-1935, 178; 
of gold, silver, and commodities 
penalized by French Government, 
190. 

Horner, P'rancis, mentioned, 211, 223. 

House of Rejiresentatives, resolution 
of April, 1790, 328; report of P’eb- 
ruary, 1821, cited, 338; C. P. White 
Committee Report, cited, 339, 
343; mentioned, 347; committee 
report, cited, 347. 

Howe, Senator T. O., cited, 240. 

Hume, David, cited, 58, 221. 

Hyper-in fiation, during the P’rench 
Revolution, 187, 193; in Germany, 
287. 

Illig, H., mentioned, 183. 

Independent Treasury Law of 1846, 
United States, 233. 

India, monetary experience, 1893- 
1898, 26-29; Secretary of State, 
cited, 29; “growing up to specie 
payments,” 254; closing of mints, 
386. 

Ingham, S. D,, cited, 344-345; men- 
tioned, 338, 339, 343, 347. 

Inflation, during the French Revolu- 
tion, 186. 

Inflation, Germany, periods of, 272; 
the War period, 272-280; emer- 
gency measures to protect cur- 
rency, 272-274; motive for infla- 
tion, 274-275; fiscal situation, 275; 
expansion of currency and bank 
credit, 275-276; de])reciatjon of 
mark, 276-278; retail prices, rents 
and wages, 278-279; government 
control of prices and rents, 279- 
280; the early post-war period, 
280-285; volume of fiscal opera- 
tions and paper money issues, 281- 
283; cost of living, 283-284; wages, 
284; unemployment, 284-285; un- 
usual proportions reached in Ger- 
many, 285; the latter post-war 
period, 285-304; volume of govern- 
ment fiscal operations, 286-287 ; 
paper money circulation and gold 
reserves, 287-289; prices, rents and 


wages, 290-292; velocities of cir- 
culation, 292-294; wages, 294-296; 
devices to protect worker from un- 
due losses arising from inflation, 
296-299; inflation and delits, 299- 
301; bond prices, 301; inflation and 
the corporation stockholder, 302- 
304; effect on industrial i)lant and 
equipment, 304-305; influence on 
trade, 305-309; domestic industry 
and trade, 305-306; foreign trade, 
306-309; effect on tax revenues, 
309-311; distribution of wealth, 
311-312; measures for combating 
the evils of, 312-317; the “rye 
mark,” 313-314; the rentenmark, 
315-316. 

Inflation, Russia after the War, 310- 
311. 

Interest, rate, effect on price level, 
62-64; early issues of assignats 
bore interest , 176. 

International Labour Office, cited, 
285, 295, 305. 

Index numbers, construction of, 21- 
24; of prices, defined, 21; wholesale 
price index of Thiited States Bu- 
reau of Labor Statistics, 21; 
weighted, 23; median of, 24; geo- 
metrical mean of, 24. 

Jackson, President, mentioned, 348. 

Jefferson, Thomas, cited, 326. 

Jevons, W. Stanley, cited, 4, 9, 49, 

91. 

Johnson, President, message of, De- 
ceml)er, 1808, 257. 

Kellogg, Representative, cited, 239. 

King, Lord Peter, cited, 225. 

Knife money of ancient China, 7. 

Latin Union, 321-322; organized, 323; 
closing of mints, 359. 

Ijaughlin, Professor James Laurence, 
mentioned, 65. 

Law of February, 1862, 255. 

Law of supply and demand, prin- 
ciple of, in price determination, l7; 
determining value of money, 24; 
illustration, 30; fundamental law 
of value, 31; expressed in quantity 
theory formula, 33-34; in interna- 
tional bimetallism, 90. 
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Legal-Tender Act, United States, 
1862, summarized, 236-238. 

Legal-tender notes, Congressional de- 
bate over constitutionality, 243- 
244. 

London, importance in foreign ex- 
change transactions before the 
War, 135. 

London Conferences, second and 
third, 285. 

London Times^ cited, 250. 

Madelin, cited, 192-193. 

Madison, President, cited, 340. 

Malthus, Thomas R., mentioned, 
215. 

“Managed currency,” 101. 

Mandats, 195, 319. 

Mark, monetary unit in Germany, 
271; fluctuations in value of, 1914- 
1918, 276-278; fluctuations in 

value of, 19 18 “1921, 282; depre- 
ciation, 289; exchange rate, 1914- 
1923, 290; depreciation of, in Ger- 
many and abroad, 290, 292; depre- 
ciation, 300; valorization of paper, 
November, 1923, 316. 

Martineau, mentioned, 175. 

Material for a stiulij of Germany^ s 
Economy Currency and Finance, 
cited, 299, 308-309. 

Matthews, Senator, resolution, cited, 
378. 

“Maximum,’' 185-186; law passed, 
April, 1793, 185; Government en- 
forces princiifle of, 189-191; re- 
pealed, 193. 

McCulloch, Hugh, cited, 251, 256; 
mentioned, 252; monetary school 
of, 253. 

McKenna Committee, 285. 

McKinley, President, mentioned, 373, 
391. 

Metals, u.sed as money, 9, 14. 

Mexico, superfluity value of money 
in, 102. 

Mill, John Stuart, cited, 49, 193. 

Mint, erected in Philadelphia, 334. 

Mint Act of 1792, 332-333; 

legal ratio not followed, 334-335, 
356. 

Mint ordinance, first, United States, 
327-328. 


Mint par, rate in foreign exchange, 
128; defined, 128; established in 
United States, 1782, 326, 327; ratio, 
United States, 1786, 327. 

Mint ratio, 1834, United States, 346- 
348; how it worked, 350-351. 

Mirabeau, cited, 175. 

Mitchell, Wesley C., mentioned, 
246. 

Monetary Law of 1803, France, 319- 
320, 337. 

Monetary reform, schools of, in 
Uniteci States after the Civil War, 
253 254. 

Monetary standards, types defined, 
94. 

Money, development of, from highly 
exchangeable commodities, 4-7; 
definition of, 8; transitional forms 
of, 8 9; ])re{uous metals as, 9; func- 
tions of, 10-13; primary function, 
10; common measure of value, 11; 
storehouse of value, function of, 12; 
a standard of deferred ])ayments, 
12; “depressefl value money,” 13; 
bank reserve function of, 13; classi- 
fication of, 13; standard fiduciary, 
13, 15; commodity, 13, 14; non- 
standard, 15-16; purchasing power 
of, 21 ; value determined by law of 
supply and demand, 24; illustration 
of principle, 24-26; cowrie shell, 
24-26, 33-34; elasticity of demand 
for, 32; def)reciation of value, 35; in 
circulation, relation to volume of de- 
posits, 53-54; public confidence in, 
59; prospects of convertibility, 59- 
60; flight from, 60-61, 115; devices 
for maintaining parity of, 72-73; 
fiduciary standard value affected by 
convertibility, 98-100; superfluity 
value, 101; examples of, 102; scar- 
city value example of, 102; value of, 
181; increased velocity of circula- 
tion, 187; standard of England 
prior to 1797, 209-211; inconvert- 
ible, legal-tender, American ex- 
periences with, 230; unit of, in the 
United States, 1791, 329; changes 
in demand for gold and silver, 366- 
367; circulation glutted with Treas- 
ury notes, 386; see Quantity Theory 
of Money. 
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Monometallism, 14; defined, 69; gold, 
England, 69; silver, 69; agitation 
for in the United States, 343-344; 
gold vs. silver, 344-346. 

Moore, Samuel, mentioned, 345, 347; 
cited, 33S-339. 

Morrill, Representative Justin S., 
cited, 241-242. 

Morris, Gouverneur, cited, 189. 

Morris, Robert, cited, 325, 326. 

Multiple standard, use of term, 14, 
94; examples of, 94-96. 

Napoleon, mentioned, 200, 319. 

National debt, of the United States in 
1860, 230. 

Negotiable credit instruments, 48-49; 
of postponed payment, 48-49; pay- 
able in money on demand, 49. 

Nevins, Alan, cited, 382. 

Newcoml), Simon, mentioned, 108. 

New York, importances in foreign ex- 
change transactions after the War, 
136. 

New York Independenty cited, 250-251. 

Nev^ York Tribime, cited, 235-236. 

Nicholson, J. Shields, cited, 372. 

Non-standard money, defined, 15- 16. 

Notgeldy emergency issue of, in Ger- 
many, 276. 

Noyes, Alexander Dana, cited, 386. 

Panic of 1907, 391, 

Paper money, convertible, 50-51; as 
“treasure” item in foreign trade, 
124; disappeared from circulation 
in France after Revolution, 196; 
disappeared from circulation in 
Mexico, 1916, 196; circulation in 
Germany, 287-289; issues in Ger- 
many for financing the War, 309. 

Paper money standard, characteris- 
tics affecting foreign exchange, 148- 
149; foreign exchange with gold 
standard system, 149-152; experi- 
ences of nations after the World 
War, 271 ; importance of, in United 
States business, 371. 

Parity, devices for maintaining be- 
tween different kinds of money, 
72-73. 

Parliamentary Committee report, 
France, 1792, cited, 188. 
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Pearse, Dei)uty-Governor of the Bank 
of England, cited, 213-215. 

Peoples Party, 373. 

Peru, bank law of 1931, 162-164; 
qualified gold e.xchange standard of 
1931, 162-164. 

Philadelphia and Reading Railway 
Company, 386. 

Philippine Islands, exjierience of, 
with gold exchange standard, 155- 
159; Coinage Act of 1903, 155; 
Gold Standard Fund, created in 
1903, 155; Gold Standard Fund, in 
operation, 156-161. 

Pitt, cited, 204; mentioned, 202. 

Pound sterling, 9-10; fluctuations in 
value of, 1797-1819, 207-208. 

Precious met als as money, 9. 

Price, (hitermi nation of ])rice range, 
17-19; determination of individual 
market prices, 17-20; subjective, 
18; determination of ])recise ])oint, 
19; determination of price level, 
20-21; effect of production on, 31; 
effect of sujqJy and demand on, 31; 
in equation of exchange, 32-34; 
rise in commodity prices increases 
monetary turnover, 35; influence 
of checks, 50-51; lag between dif- 
ferent classes of, in price move- 
ments, 65; equilibrium })etween 
prices and exchange rates, 140; lag 
in relation to foreign exchange, 151; 
government control of, in Ger- 
many, 279 -280; fall in beginning of 
1873, 370; fall in, impetus to bi- 
metallism, 373-374. 

Price, average, concept of, 32; aver- 
age price in equation of exchange, 
33. 

Price, gold, and silver during the 
French Revolution, 178; gold, in 
world, 1797-1819, 208; gold, in 
Bullion Committee Report, 215- 
216. 

Price, level, composite of market 
prices, 20-21; influence of credit 
on, 49-50; effect of interest rate 
on, 62-64; relationship of money 
and credit instruments, 65; result- 
ant of interaction of various fac- 
tors, 113; attempted control of, in 
the United States, 114-115. 
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Price, market, point fixed at, 19, 
31. 

Prices, bond, in Germany, 301. 

Prices, commodity, level affected by 
psychological factors, 113-115; 
commodity, affected by politics, 
115-116; commodity, during the 
French Revolution, 179; commod- 
ities, reach maximum in Eiigland, 
1814, 226; commodities, during 
Greenback period, 247-250; com- 
modity, in Germany adjusted to 
exchange rates, 313; commodity, 
fall of, in gold standard countries, 
1873-1896, 359-360. 

Prices, evil effects of falling commod- 
ity, 367-369; increased burden on 
debtor classes, 367-368; depressing 
effect on business, 369. 

Prices, retail, in Germany during War 
period, 278-279. 

Prices, stocks, in Germany during 
period of greatest inflation, 291; 
stocks, in Germany during y)eriod 
of inflation, 302-304. 

Prices, variations in silver and com- 
modities, 1873-1893, 363. 

Prices, wholesale, level of, in United 
States, 1896-1920, 111; wholesale, 
in Germany, 1914- 1923, 290; 

wholesale, in Germany during j)e- 
riod of greatest inflation, 291; 
wholesale, difference between 
groups of, 292; wholesale, advance 
faster than volume of circulating 
medium, 293. 

Production of gold, variability in, 
79-80. 

Promissory notes, 48. 

Purchasing power parity, doctrine, 

220 . 

Qualified gold exchange, standard, 
161-162; Peru, 1931, 162-164. 

Quantity theory of money, 31-36; in 
a simple monetary regime, 32-33; 
in a gold coin regime, 33-34; veloc- 
ity factor, 35; equation of exchange, 
50; extended to include deposit cur- 
rency, 51-53; assumptions under- 
lying, 57 ; illustrated in German 
stabilization, 62; restatement, 64- 
66 . 


Rates of exchange, 127-128; defined, 
127; factors determining, 128. 

Ratio question, 331. 

Reichsbank, before 1914, 271-272; 
gold reserve reduced, 286; gold re- 
serves, 288. 

Rentenbank law of 1923, 315. 

Rentenmark, 61, 315. 

Rents, government control of, in Ger- 
many, 279-280. 

Reparations, fixed, 1921, 285; cause 
of stupendous growth in Germany’s 
exf)enditures, 286. 

Republican Party, 258; platform, 
cited, 373; 383.' 

Resolution of Congress, June 5, 1933, 
262. 

Resumption Act of 1819, England, 
provisions of, 228. 

Resumption Act of January 1, 1879, 
United States, 257-258; principal 
provisions, 258; opposition to, 259- 
260. 

Resumption Act of 1875, 389. 

Revalorization law of 1925, Germany, 
302. 

Ricardo, David, letters to The Morn- 
ing Chronicle, 209-211; cited, 31, 
210-211; mentioned, 215, 228. 

Richards, O. D., cited, 103. 

Ridgeway, William, reproductions of 
knife money and fishhook money, 
7-8. 

Ritten house, David, mentioned, 334. 

Rose, A., mentioned, 223. 

Rothschild, N. M., mentioned, 215; 
cited, 216 -217. 

Ruhr occupation, 285. 

Rui^ee, 26-29; coinage practically dis- 
continued, 27 ; gold value of, 28-29; 
prior to 1893, 69; as fiduciary coin 
standard, 1893-1899, 97; 363. 

Rye mark, 313-314. 

Sauerbeck index numbers of wholesale 
prices in the United Kingdom, 362. 

Scarcity, relative, cause of apprecia- 
tion of money, 36-31; of gold as a 
commodity, 76. 

Schacht, Hjalmar, cited, 275, 279, 
289, 314; mentioned, 313. 

Scrope, G. Poulett, on tabular stand- 
ard, 104-105. 
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Securities, items in foreign trade, 
122 . 

Seigniorage, 10; i)rc)fit of Indian Gov- 
ernment, 26. 

Senior, William Nassau, mentioned, 
183. 

Services, items in foreign trade, 122- 
123. 

Sheffield, Representative, cited, 244. 

Shekel, Hahyloniau, 10. 

Sherman Purchase Act, 367, 382-385; 
provisions of, 383-384; repeal of 
advocated, 386; rej)ealed, 388; after 
repeal, 388-389. 

Sherman, Senator John, cited, 239, 
381, 383; mentioned, 258, 259, 260. 

Silver, used as a standard, 83; market 
value, effect of dumpmg large quan- 
tities of silver in bimetallic systems, 
86-87; price of, during the French 
Revolution, 178; coinage ratio in 
France, 1803-1835, 320-321; scar- 
city, 1851- 1872, 323; production up, 
1865-1871, 324; period of overvalu- 
ation in the United States, 334; 
coins in the United States, 339; dis- 
appearance of coins from circula- 
tion in the United States, 342; coin- 
age of, in the United States, 351- 
353; dollars, Mexican, 361; value 
or purchasing ])ower over commod- 
ities, 362; closing of world’s mints 
to free coinage of, 367; value of, 
1896-1920, 374; value measured 
by pundiasing power over com- 
modities, 1818-1933, 375; effect 
on business of jnirchases of, under 
the Bland-Allison Act, 380; average 
price, 1891-1894, 386; ratio to gold, 
see Gold. 

Silver standard, in Ethioi)ia, Hong 
Kong, and China, 69, 92; foreign 
exchange with gold standard sys- 
tem, 142-146; in China and Hong 
Kong, 143; in the Philippines prior 
to 1903, 143-144; favored by Mor- 
ris, 325; countries, 361. 

Smith, Adam, cited, 104. 

Social value theory, 65. 

Spanish dollars, 326, 329, 335, 339- 
340. 

Spaulding, Congressman E. G., cited, 
233-234. 


Specie, alleged depreciation of, during 
the French Revolution, 191; return 
to specie basis by France, 196; re- 
turn of France to, in 1795 and 1796, 
202; payments, suspension of, in the 
United States, 1861, 234; move- 
ment for return t,o s])ecie basis, 
1865, United States, 2.>f-253; re- 
turn to specie basis by the United 
States, 1861, 357. 

Speculation, during the French Revo- 
lution, 194; in gold, during the 
greenback period, 247; by foreign- 
ers in German marks, 309. 

Standard fiduciary money, defined, 
15. 

Standard of deferred payments, 
money serves as, 12. 

Starve the circulation,” India, 27. 

Stevens, Thaddeus, cited, 257. 

Stinnes, Hugo, mentioned, 300. 

Storehouse of value, a function of 
money, 12. 

Sumner, Senator Charles, cited, 239, 

Sycee silver coins, 95. 

Symmetallism, 14, 

Syndicate Bond issue, 389-390. 

Tabular standard, use of the term, 14; 
103-107; defined, 103; plan, 105; 
examples of, 105; advantages of, 
105-1 (Hi; more stable ])urchasing 
power, 105-106; economic depres- 
sions and crises lessened, 106; de- 
fects of, 106-107; com]4icated, UXi; 
confusion in long-time credit stand- 
ards, 107; foreign trade under, 107; 
j)rospects for adoption poor, 107. 

Thornton, cited, 221-222; mentioned, 

220. 

Tobacco, used as money, 6-7. 

Travel, item in foreign trade, 123- 
124. 

Treasury Notes, issues of 1890-1894, 
384-385. 

Treaty of Versailles, effect of, on 
Germany, 280. 

Union of South Africa, depressed 
value coin standard, 1917-1920, 
102-103. 

United States, gold dollar, content of, 
up to 1933, 34; Act of March 14^ 
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1900, 73; stabilizes gold value of 
dollar, 1934, 151. 

United States Bank, First and Sec- 
ond, 39; Bank, Jackson’s fight with, 
345. 

United States Supreme Court, deci- 
sion, cited, 261, 264; opposition to, 
264; cited, 265, 266, 267, 268. 

Value, monopoly, determines value of 
monetary unit in fiduciary money 
standard system, 97 ; superfluity in 
depressed value coin standard, 101 ; 
commodity dollar, fixed, 108; how 
determined, 109-110; fluctuations 
of assignats, 177. 

Vansittart, resolutions, cited, in part, 
223-224. 

Velocity, in equation of exchange, 33; 
factor in equation of exchange, 35- 
36; examples, 36; annual rate of 
bank deposit, 52-53, 113-114; bank 
deposit correlation with business 
confidence, 58-59; of money cir- 
culation in Germany, 289; of cir- 
culation, Germany, 1921-1923, 
292; at time of stabilization in 
Germany, 316. 


Vissering, W., cited, 5; on the use of 
gold bullion as money in China, 9. 

von Sybel, cited, 175, 186, 193, 
194. ‘ 

Wages, in Germany during War pe- 
riod, 278-279; real, movements of, 
1913-1918, in Germany, 279; 
money and real wages, 1918-1921, 
284; in Germany during period of 
greatest inflation, 291-292; “iron 
law of wages” example, 292; Ger- 
many, 294-296; paid on “stable 
money basis,” Germany, 298-299; 
adjusted in Germany, 313. 

Walcott Commission, 373. 

Walker, Francis A., cited, 6-7; men- 
tioned, 85, 322. 

Wells, David A., cited, 253-254. 

White, Andrew, cited, 174, 176, 178, 
187, 194, 195. 

White, John, cited, 339. 

Whitmore, .John, Governor of the 
Bank of England, cited, 212-214. 

Williams, Aneurin, mentioned, 108. 

Windorri, William, Annual Report as 
Secretary of Treasury, 382. 

Witaker, A. C., cited, 141. 
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